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THE FOUR KEYS TO DELIVERING VALUE

_ A

OUR PEOPLE |

< *Our commitment to the customer starts with our

people. From our Board of Directors, to the execu-
tive team, to every Horizon Lines associate, we are
aligned by a unifying purpose: To deliver logistics
value to every customer every day. That purpose is
embodied in our “Always There. Always Delivering™
brand promise and in several of the “Seven Cs.”
which are ateributes chat guide our professionalism,
and which are more fully described on Page 6.
Service delivery recognition awards presented to us
each year by our customers confirm it’s the people

of Horizon Lines that make the difference.

7

[L{OGISTICS INNOVATION ]

Q/Crearing competitive advantage from logisrics

requires intermodal supply chain expertise,
leading-edge information technology and contin-
uous process improvement. In September, we
launched the ocean container shipping industry’s
first intermodal active radio frequency identification
(RFID) for end-to-end real-time shipment visibiliry.
The Alaska RFID iniriztive is an excellent example
of how proper application of rechnology can help
retailers and other shippers benefit from the value

delivered by our innovative logistics solutions.

)

[ STRATEGIC INVESTMENT |

//r L . .
4Srratcg|c invesement is the foundation of furure

success. At Horizon Lines, the future is now. 2006

was a landmark year in our vessel fleet enhance-
ment strategy with the finalization of the agree-
ment to charter five new U.S.-flag, foreign-buile
vessels and rhe delivery of the Horizon Hunter in
Navember 2006. Entering our TransPacific service
this March, the Hunter is the first of five new state-
of-the-art containerships to be delivered, with the
remaining four vessels ro be delivered by June 2007.
We are also reengineering much of our port infra-
structure and investing in the most advanced equip-
ment to ensure we serve our customers needs well
into the future, Finally, we are continuing with our
container replenishment strategy launched in 2003,
through which 6,200 containers or nearly 30% of
our fleet has been replaced as of the end of 2006.

/[fElNANCIAL STRENGTH ]

[N
EEEN

k)

+““We have builc a strong financial base from which to
grow. We successfully completed our transition
from private equiry ownership to full public owner-
ship in 2006. We will continue to reduce our lever-
age through borh earnings growth and deb:
pre-payment. We have the flexibility to meet future
growth needs in a cost-effective manner through
the successful amendment of our senior credir facil-
ity in December, Our commitment to deliver value

for the customers will drive that growth.
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FINANCIAL HIGHLIGHTS

(dollars in thousands) 2006 2005 2004™M 2003 2002
Statement of Operations Data:
Operating revenue $1,156,892 $1,096,156 $ 980,328 $ 885,978 804,424
Operating income 95,971 46.654 51,589 38,213 37,408
Ner income (loss) 72,357 {18,321) 13,561 15,113 21,751
Net income (loss) applicable o
common stockholders 72,357 (23,394) 6,805 15,113 21,731
EBITDA® 160,452 100,381 112,998 84,442 70,331
Balanice Sheet Data:
(end of fiscal year)
Cash and cash equivalents $ 93,949 5 41450 3 56766 § 41811 §$ 40,342
Working capital 97,563 67,111 67,252 46,192 25,301
Total assets 945,029 927.319 937,792 492,554 321,129
Tota) debt 510,788 530,575 612,862 165,570 —
Series A redeemable preferred stock — — 56,708 — —
Stockholders’ equity 208,277 151,760 25,608 96,860 113,985
Other Financial Data:
Cash flows provided by (used in):
Operating activicies $ 115524 § 76376 3 69869 § 44,048 § (1,840)
Investing activities (19,340) (38,817) (694,563}  (350,6606) (4,905)
Financing activities (43,685) (52,875) 657,805 305,687 —

(1) Twelve months ended December 26, 2004 consisted of 53 weeks. All other periods shown consisted of 52 weeks each.
(2) EBITDA is defined as net income plus net interest expense, income taxes, depreciation and amortization.




For our customers, value means obtaining enhanced benefits from logistics. That
value is achieved by creating innovative supply chain solutions and streamlined trans-
portation processes that reduce inventory, increase flexibility and mirtigare cost. Valuc is
delivered by having a partner that can drive continuous improvement in logistics to
deliver long-term competitive advantage for our customers. At Horizon Lines, we are
comumitted to building a logistics company that delivers value for our customers today

and tomorrow. We are at the forefront of logistics innovation. We are investing wisely

for continued success. That’s our promise. Always There. Always Delivering”,




AS WE DELIVER VALUE FOR OUR CUSTOMERS
THROUGH INNOVATION AND STRATEGIC
INVESTMENT, OUR INVESTORS AND

EMPLOYEES SHARE IN THAT SUCCESS.
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[ LETTER TO OUR SHAREHOLDERS ]

It is with great pleasure that I welcome you to the Horizon Lines 2006 Annual Report. In 2006, we

continued to make tremendous progress in delivering a discernible difference to better meet the needs

of our customers and build value for our sharcholders. At the same time we invested in the furure,

taking steps that will allow us to continue improving our service and our financial performance in

2007 and beyond.

2006 RECAD

2006 was another very eventful, exciting and successful
year at Horizon Lines. We completed the transition from
private equity ownership to full public ownership that
commenced with our Seprember 2005 initial public offer-
ing. The implementation of our fleet enhancement strate-
gic initiative continued on schedule. Horizon EDGE, our
process re-engineering and customer service initintive, was
launched and captured benefits in excess of first-year tar-
gets. We also renewed and extended through 2010 all of
our principal commercial and operating arrangements with
the A.P. Moller Maersk Group (Maersk). Our Company
accomplished an industry first with the implementation of
radio frequency identification (RFID) technology with
end-to-end visibility and broadened its outreach as a chird
party provider of technology services.

We elected applicaiion of the tonnage tax, which pro-
vides for significant tax savings in 2006 and beyond. Our
Company continued to achieve strong and improving
financial results. Qur investors were rewarded with very
strong stock price performance as Horizon Lines delivered
on all of its financial and strategic commitments. Finally,
we strengrhened our Board with the addition of three
highly qualified Board members that will help set the
course for Horizon Lines in 2007 and well into the furure.

strategic investment, logistics

—CHUCK RAYMOND

TRANSITION TO FULL PUBLIC COMPANY STATUS
Horizon Lines was very busy on the cransaction front again
in 2006. We completed the rransition from private equity
to full public ownership with the divestiture by private
equity investment funds managed by Castle Harlan, Inc. of
their interests in Horizon Lines. This transition was accom-
plished by a secondary offering in June, a follow-on sec-
ondary offering in September and an offering pursuant to a
shelf-registration in November.

All three of the offerings were very well received and
we are pleased ro have the support of the financial markets
as we execute our strategies, The two secondary offerings
wete significantly oversubscribed and all shares available
under the offering pursuant to the shelf-registration were
sold in a matter of days. The first secondary offering in
June involved the sale of 6,612,500 shares. The follow-on
secondary offering in September resulted in the sale of
6,095,000 shares. The shelf-registration in November
resulted in the sale of the remaining 2,678,894 shares held
by private equity investment funds managed by Castle
Harlan, Inc.

These three transacrions allowed Horizon Lines ro
add many new shareholders and further diversify and
Stl’eng[hcn our investor base. Having maore Shal’cs in
the hands of a broader investor base has also served to
reduce day-to-day volatility and make it easier for investors
to hold a position in Horizon Lines. Qur average daily

“Horizon Lines delivered meaningful value to our customers, investors and

employees in 2006. In 2007 and beyond, we will continue to deploy our peaple,

innovation and financial strength to bring addi-

tional value to all of our constituents.”

Chairman, President and Chief Executive Officer




rrading volume has increased three-fold from approxi-

mately 117,000 shares before the two secondary offerings
and shelf registration to over 355,000 shares thereafter.

Horizon Lines’ management team has operated in
transacrion mode almost continuously since its creation in
December 1999. Over this period, management has been
tasked with the startup of CSX Lines (1999); the sale of
our business to The Carlyle Group (February 2003); the
sale to Castle Harlan, Inc. and its affiliares and co-investors
(July 2004); the Initial Public Offering (September 2005),
two offerings of secondary shares (June and September
2006) and an offering pursuant to a shelf-registration
{November 2006). Despite these additional challenges we
have improved our service to our customers, grown our
share of the markets we serve, and improved the financial
standing of the Company. We look forward to devoting
100% of our time and efforts to growing the business and
becoming more cfficient in 2007 and beyond.

FLEET ENHANCEMENT INITIATIVE

ON SCHEDULE

During the year, we also made great progress on our vessel
enhancement program. We reached an agreement to char-
ter five new U.S.-flag, foreign-built vessels for 12-year
terms from Ship Finance Inrernational Limited. The five
sister vessels are being buile at the Hyundai Mipo shipyard
in Korea and are being delivered over the course of a seven-
month period, which commenced in November 2006. The
five new vessels, each with a capacity of 2,824 TEUs, are
capable of a service speed above 23 knots,

The five new vessels will be deployed in Horizon
Lines' weekly service linking the U.5. West Coast with
Guam and Asia, thereby upgrading our TransPacific 1
(*TP1") service, which is currently being served with five
fully qualified Jones Act vessels, The enhanced service
will provide us with additional space and faster transit
time berween the U.5. West Coast and Guam, as well as
the return voyage from Asia to the U.S. West Coast, and
will allow us to redeploy the Jones Act vessels in our Jones
Act trades. The redeployment of these five Jones Act
vessels from the TP1 service to Hawaii and Puerto Rico
provides reserve Jones Act capacity to meet seasonal and
dry-dock needs, as well as to respond 10 potential new rev-
enue opportunities.

Horizon Lines is focused on using capital-efficient
methods to enhance our service capabilities in our Jones
Act markets, while at the same time, upgrading our service
to0 Guam and Asia with assets that are more appropriate for
those trades. This initiative is consistent with our tested
serategy of abraining new tonnage ar appropriate costs for
the trades we serve. The addition of these five new vessels
commences our long-term vessel replacement strategy in a
very cost-effective and capital-efficient manner. This trans-
action is expected to benefit our customers, partners and
shareholders while significantly reducing the age of our
active fleer.

HORIZON EDGE LAUNCHED AND CAPTURING
EARLY WINS

In 2006, we also kicked off our new strategic initiative,
Horizon EDGE. EDGE is an acronym that stands for
“evaluate design and gain efficiencies.” The objective of
Horizon EDGE is to enhance customer focus and caprure
service efficiency improvements while reducing operating
costs. We have engaged the services of the process engi-
neering consulting firm Celerant Consulting, Inc.
{(“Celerant”} and partnered them with eight Horizon Lines
associates. This dedicated team of Horizen Lines associates
and their Celerant partners, with full senior management
and organization supporrt, is strengthening the culrure of a
formal process improvement environment throughout the
entire company.

The Horizon EDGE team is focusing their efforts in the
following six key project workstreams: asset productivicy,
sales and markerting, freight order to cash collecrion cycle,
information technology, port operations and order fulfill-
ment, Horizon EDGE is expected to yield significant cost
reductions annually, commencing in 2007, and will be
totally implemented by the end of 2008 with expected
annual savings of $40 million thereafter.

The Horizon EDGE initiative was well underway in
2006 and the team, along with a substantial number of
other Horizon Lines associares, have been completely
engaged in this cffort with very favorable results, We
accomplished all of our milestones in 2006 and secured
gross benefits of nearly $4 million, exceeding the $3 mil-
lion targer.

MAERSK AGREEMENTS RENEWAL
Horizon Lines and Maersk have been partners since our
Company began operations on December 10, 1999. We are

Horizon Lines 2006 Annual Report — page 3



As a result of our ongoing focus on cost-containment and optimizing our product mix, we were able to

achieve operating income, adjusted to exclude the non-recurring items, of $98.0 million in 2006, up

20% from $81.6 million last year.

parties to a number of agreements that include cargo space
charters, terminal services, equipment sharing, and sales
agency services. The agreements, previously scheduled to
expire at the end of 2007, have been extended through
2010 and include two one-year extension options at the
parties’ mutual agreerment.

We are very pleased o extend these commercial and
operating agreements with Maersk for an additional three
years. These various agreements provide operarional and
financial benefits to Horizon Lines and Maersk, and wruly

represent a “win-win” for both companies.

RFID TECHNOLOGY INTRODUCED AND JOINT
VENTURE FORMED

Another strategic focus for the Company is in rhe area
of technology and logistics. Horizon Lines has imple-
mented the ocean carrier industry’s first fully functional,
end-to-end, intermadal active RFID tracking solution. We
implemented the solution in cooperarion with a major U.S.
retailer to track shipments from the Pacific Norchwest 1o
stores in Alaska.

We also have a pilot project underway in the Puerto
Rico trade, where we are testing the deployment of a
real-time container monitoring system based on global
positioning satellites (GPS) and cellular/satellite commu-
nication technologies. This system could provide shippers
of high-value merchandise with the ability ro moniror ship-
ment location, temperature, humidity and other variables
during transit.

Horizon Lines also recently formed a joint vencure,
Chenega Logistics, with Chenega Federal Systems. Chenega
Federal Systems has considerable experience in providing
professional engineering services throughout the
Department of Defense operational community. The joint
venture will provide information technology services, con-
sulting and supply chain security solutions to transporta-
tion companies and government agencies. We believe the
joint venture will allow the two companies to utilize each
other’s expertise and relationships in order to win new busi-
ness and encer new markets.

TONNAGE TAX ELECTION YIELDS SIGNIFICANT
TAX SAVINGS

On October 22, 2004, rhe President signed into law the
American Jobs Creation Act of 2004 (the “Act™). The Act
instituted an elective tonnage tax regime whereby a corpo-
ration may elect to pay a ronnage tax based upon the net

tennage of its qualifying vessels that operate in a U.S. for-
eign trade (as defined) rather than the regular U.S. corpo-
rate income tax on the taxable income from such vessels. A
qualifying vessel is a U.S.-flag vessel that is at least 6,000
deadweight tons.

Horizon Lines elected the tonnage tax effective with
the filing of its 2005 corporate income tax return during
the third quarter of 2006, and for 2006 and future tax
years. The 2006 full year impact of the tonnage rax
election is a reduction of income tax expense of approxi-
mately $43.5 million and an increase in earnings per share
of $1.30.

In 2007, we expect our consolidated effective tax rate
incorporating tonnage tax to be significantly below the
38% combined federal and state tax rate that the Company
would be at without the tonnage tax benefits.

RECORD FINANCIAL RESULTS

A meaningful comparison between 2006 and 2005 is com-
plicated once again by non-recurring expenses associared
with the two secondary offerings and a shelf-registration in
20006, adoption of tonnage tax in 2006, the IPO in 2005,
the acquisition of the Company in 2004 and the buyout of
vessel leases. That said, 1 will take you through our 2006
results on a comparable adjusted basis, as I believe chis best
reflects the true performance of our business. 1 suggest you
also analyze our financial statements, accompanying notes
and Management’s Discussion and Analysis for a more
detailed review that includes our results in accordance with
generally accepted accounting principles ("GAAP”").
in addition, reconciliations of adjusted resulis and non-
GAAP measures are included on the pages following the
Form 10-K.

Horizon Lines delivered another year of record finan-
cial results in 2006. Fueled by cargo mix upgrades, rate
increases and higher fuel surcharges, operating revenue
increased by $60.7 million or 6% to $1,156.9 million in
2006 compared ro $1,096.2 million in 2005, more than
offsetting some volume softness.

As a result of our ongeing focus on cost-containment
and optimizing our product mix, we were able to achieve
operating income, adjusted to exclude the nen-recurring
items, of $98.0 million in 2006, up 20% from $81.6 million
last year. Additionally, earnings before net interest expense,
taxes, depreciation and amortization (EBITDA) after
adjustments were $163.1 miliion in 2006 versus $149.7
million in 2005, marking the fifth consecutive year and
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the twentieth consecutive quarter of comparable period-

over-period growth in EBITDA.

Excluding non-recurring factors in both periods, we
achieved net income of $45.0 million or $1.34 per share in
2006, an increase of 29% over $34.8 millicn or $1.04 per
share in 20053, reflecting our continued ability to leverage top
line growth into even stronger bottom line performance.

Horizon Lines’ srock enjoyed a scrong 2006. Our
stock’s fiscal 2006 closing price of $27.60 was $15.12 or
121% higher than the closing price of $12.48 at the end of
fiscal 2005. The 52-week range was marked by a high of
$30.50 and a low of $12.07. Average trading volume increased
by 188% during the end of 2006 after the two secondary
offerings and che shelf registration, from that in 2005.

BOARD OF DIRECTORS DEVELOPMENTS

During 2006, we added to the depth and strength of our
Board of Direcrors, while re-constituting our Board in
conjunction with our transition to a fully publicly owned
company. In Qctober, I was deeply honored when the
Board elected me the first Chairman of Horizon Lines. In
November, we were very fortunate to have William J. Flynn
and James W, Down join the Board. Mr. Flynn has spent
nearly 30 years in the transportation industry and has held
senior executive positions with Atlas Air Worldwide
Heldings, PWC Logistics, Geo Logistics Corporation,
(CSX Corporation and Sea-Land Service, Inc. Mr. Flynn is
currently the President and CEQ of Atlas Air Worldwide
Holdings. Mr. Down is the former Vice Chairman of
Mercer Management Consulting where he spent over
20 years, and alse held managemenc positions wich
Consolidated Rail Corporation and Air Products and
Chemicals. Horizon Lines was fortunate again in December
when former U.LS. Secretary of Transportation Norman Y.
Mineta was elected to our Board. Mr, Minera is currently
Vice Chairman of Hill & Knowlton and his distinguished
career includes 20 years in the U.S. House of Representatives
and serving in cabinet positions in the administrations of
both President George W, Bush and President Bill Clinton.
Mr. Minera fills a vacancy created by the resignation of
Admiral James Holloway effective December 31, 2006.
Admiral Holloway has been a valuable conrributor to
our business planning and our fleet plans at Horizon Lines.
We have been extremely fortunate to have had his insight
and sage counsel since he jeined the Company's Board in
July 2004.

2007 AND BEYOND

We look forward to 2007 and furure years with a sense of
great ancicipation and excitement. The ourlock for all chree
of our markets in 2007 remains positive. Alaska is expect-
ing the 19th consecutive year of job growth, continuing
high oil prices, strong construction, robust tourism and
steady seafood levels. Hawaii and Guam are projecting
continued economic expansion, healthy consrruction,
steady growth in rourism and the continuation of U.S.
milirary expansion. Puerto Rico is locking for modest posi-
tive economic growth, strong tourism, continued pharma-
ceutical expansion and the stimulation of consumer
spending from the implementation of tax reform,

We continue to invest in the business with the deploy-
ment of the five new U.S.-flag, foreign-builc vessels.
Terminal and equipment improvements at all of our
facilities in Alaska, Hawaii and Puerte Rico will allow us
to streamline operations, reduce costs, improve rurntimes
and enhance customer service. Continuation of our
container replacement program initiated in 2003 will allow
us to move into new market segments, further reduce
maintenance costs, lessen cargo claims, lower insurance
costs, and improve customer service.

Horizon EDGE will starc ro accelerate during 2007 and
is expected to generate $13 million of net savings in 2007.
More importantly, it is expected to allow Horizon Lines to
maincain a sustainable competitive edge by streamlining
processes, improving customer service and reducing costs.

Horizon Lines’ management team and our associates
will undertake every effort and seize every opportuniry to
enhance our value propasition for our customers, employ-
ees and investors. Thank you for the vote of confidence
that you have placed in Horizon Lines. Rest assured that
the Horizon Lines team will be relentless in our drive 1o
always validate the confidence you have placed in us.

Sincerely,

<

Cuuck Ravmonp
Chairman, President and Chief Executive Officer
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OUR PEOPLE ]

ONE UNIFYING PURPOSE: DELIVER VALUE

Enthusiasm. Dedication. Cenfidence. Experience. Expertise. Teamwork. These all are qualities used to describe the

people of Horizon Lines—each attribute a building block upon which we chart our professional development. However,
it is the whole that is greater than che sum of its parts. It is all of us working as a team that makes the difference.

From our world-class Board of Directors to our experienced Execurive Team to each and every Horizon Lines associare,
we are aligned by a unifying purpose: To deliver logistics value to every customer every day. That purpose is embodied in

-

our “Always There. Always Delivering™ brand promise. It was the focus of our first national ad campaign following the
IPO. It is our team identiry.

We use the “Seven Cs” 1o guide our acrivities and promorte professionalism: Credibility. Customer. Considerarion.
Cost. Cooperation. Communication. Competition. From delivering on our promises and our service excellence to inno-
vating and developing new logistics solutions, the “Seven Cs” remind us every day of our responsibility to the customer,
our investors and each other, '

Our ability to deliver starts ar the top. The senior managemenr team is one of the most experienced in our industry
with an average tenure of over 23 years. Recent additions to our Board of Directors in 2006 will bolster our leadership and
expetience, We intend 1o make further high caliber additions to our Board of Directors in 2007,

Our process re-engineering initiative, Horizon EDGE, is expected to keep us strategically aligned to deliver value
threughoue the organizarion and ro serve the customer more efficiently. The objective is to enhance customer focus and
capture service efficiency improvements while reducing operating costs. The Horizon EDGE team, a combination of

professionals from Horizon Lines and the consulting firm Celerant, is focusing on the following areas: asset productivity,

“Day-in, day-out, I am most impressed with the customer focus of our team and the delivery \

reliability we have created for our customers. We continue to take our service level to new heights

and I am excited about the growth opportunities that it creates.”

Jobn W. Handy, Executive Vice President




sales and marketing, order-to-cash, information technology, port operations and order fulfillment. We

expect to realize growing results and benefits from Horizon EDGE in 2007.

We take pride in our work because it’s not easy. When it’s 10 below in Alaska, working to unload a
vessel through the night requires a special kind of dedication. We do it because we love what we do.
Making sure a customer’s high-pricrity shipment gets where it needs to go no matter what it takes requires
expertence and persistence. We do it because we understand whart's at stake. Some people see a container.
We see a business. We bring together the two most important things in business—a company and its
customer-—and that’s pretty powerful stuff.

So when our customers recognize our hard work, we're deeply honored. Wal-Mart Stores, Inc., last
year presented us with their “Carrier of the Year Award—2005" for the Jones Act trades. We provide
Wal-Mart with ocean transportation and logistics services between the continental U.S., Alaska, Hawaii,
and Puerto Rico. “It is our pleasure to recognize the Horizon Lines associates for commitment to quality
and customer service,” said Tracy Rosser, Vice President of Wal-Mart Corporate Traffic,

For the fifth straight year, The Lowe’s Companies Inc. Home Improvement Transportation division
awarded us with the honer of Outstanding Ocean Service Provider. In early 2007, Horizon Lines was
presented the Platinum level award and was the only ocean carrier so honored. Horizon Lines presently
services four Lowe’s stores in Alaska and three stores in Hawaii.

Toyota Logistics Services presented us with two Logistics Excellence Awards in the Export Marine
category. The On-Time Performance award for the seventh consecutive year and Customer Service
honors recognized our success in moving Toyota’s vehicles on time, while significandy reducing damage
and providing superior customer service.

Enthusiasm. Dedication. Confidence. Experience. Expertise. Teamwork. It is the whole thar is
greater than the sum of its parts.

Some people see a container. We see a
business. We bring rogether the two
most important tbings in business—

a company and its customer—and

that’s prerty powerful stuff
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DELIVERING VALUE TODAY AND TOMORROW

The traditions surrounding the launching of maritime vessels date back cthousands of years and in this rradition we
christened the Horizon Hunter in October, As the celebratory botie of champagne broke, the Horizon Hunter ushered
in a new era of growth at Horizon Lines.

In November, we took delivery of the Horizon Hunter from the Hyundai Mipo shipyard in South Korea. The ship
is the first of five new, U.S.-flag, foreign-built, sister vessels we are chartering from subsidiaries of Ship Finance
International Ld. under definitive long-term charter agreements. The five new Hunrer class vessels each have a capacity
of 2,824 TEUs and are capable of service speeds above 23 knots. The new vessels are significantly larger, faster and
more efficient to operate and will be deployed in our TransPacific 1 (TP1) service linking the U.S. West Coast with Guam
and Asia.

Addirional capacity and faster transit times on the TP route will provide improved service and also allow us w
redeploy existing TP Jones Acr vessels 1o expand service capability in Hawaii and Puerto Rico. Redeploying larger vessels
to Hawaii and Puerto Rico will enable us to serve our customers’ needs well into the future, We will have reserve capacity
to meet seasonal demand in Alaska as well as dry-dock requirements, and respond to new service opportunities such as
coastwise container services.




VLR

s

In the Hawaii trade, we have added new refrigerated containers to better serve our perishable cargo shippers. We
have raised our three shoreside container cranes to accommodate our new larger vessels and reconfigured the Honolulu
terminal for faster turn times, That means faster moving cargo and more reliable service for our customers. An expansion
ar the Port of Anchorage continues in 2007, improving service for all of our customers.

We have begun redeveloping our 72-acre facility in Szn Juan, Puerto Rico to optimize service at maximum efficiency
levels. The first phase of the terminal redevelopment will streamline dispatch and receiving of containers ro provide
faster service.

“The very successful construction and delivery of the Horizon Hunter represents the next step
in Horizon Lines’ historic and creative fleet enhancement strategy. We look forward to the

deployment of these tremendous new assets in 2007.”

John V. Keenan, Senior Vice President and Chief Transportation QOfficer

Huvison Lines 200G Annual Repurt — page 9




[\LOGI.STI_CS INNOVATION ]

INNOVATION HAS PROPELLED HORIZON LINES TO THE FOREFRONT
OF LOGISTICS. IT WILL LEAD US IN THE FUTURE TO CREATE AN
ONGOING COMPETITIVE ADVANTAGE FOR OUR CUSTOMERS

THROUGH CONTINUQUS [MPROVEMENT.

:
.
|

* Supply chain visibility
* Inventory control

* Delivery reliability

s T

-

¢ Asset utilization

* RFID and GPS solutions

e

» Commodirty expertise

* Continuous improvement
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Dutch Harbor g

YOU CAN'T OPTIMIZE WHAT YOU CAN'T SEE

For years, retailers and manufacturers have been looking for ways to improve visibility in the supply chain. Why? Visibility
is a powerful enabler. Having information an the status of shipments—who needs o send what w where and why—early
in the cycle and then integrating thar information into a real-time tracking system streamlines the entire logistics process.

It allows for greater inventory control and provides the metrics platform for future supply chain optimizarion decisions.

Our customers need a logistics partner that can create sustainable value and competitive advantage by implementing
innovative logistics processes that manage the flow of information as well as the flow of goods. Are we ready? Absolutely.

In September, we established the ocean conrainer shipping industry’s first fully functional intermodal active radio
frequency identification (RFID) solution for end-to-end real-time shipment visibility.

This end-to-end RF1D-enabled container tracking solution implemented in our Alaska trade is a perfect example of
how innovation can create logistics value. Visibility matched with our unique end-to-end inrermodal logistics expertise
will drive our innovarive focus in the furure. We will work closely with our customers to improve asser management and
in-transit control, especially for inland transportation where today a lack of equipment visibility can impace efficiency.

Visibility will also provide us an opportunity to improve supply chain security through better container visibility and
ownership controf and creates a porential, ancillary revenue opportunity for us.

Technology is a tool. In the right hands, it can make all the difference. Our team understands what's at stake for our
customers. From building materials to seafood to automobiles and pharmaceuticals, we understand how logistics impacts
operations and how it can provide the critical edge in customer loyaley and marker share growch.

We are dedicared to giving our customers the toals they need to win. Are we ready? Absolutely.

“The key to creating logistics value is continuous improvement. You need the systems, processes
and people in place to develop and execute strategies based on sound metrics and visibiliry.

We are that partner for our customers.”

Brian W. Taylor, Senior Vice Presidens, Sales and Marketing

e ———
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STOCK PRICE APPRECIATION
fiscal year 2006

$27.60

A STRONG AND IMPROVING FOUNDATION FOR FUTURE GROWTH
Our increasing earnings and cash flows, improved capital structure and credit agreement amendment provide a firm footing
and a great deal of flexibility to capitalize on future growth opportunities.

We delivered record earnings again in 2006. For the full year 2006, net income was $72.4 million or $2.16 basic
earnings per share compared to a net loss of $(18.3) million or $(1.05) basic loss per share in 2005. Excluding non-recurring
secondary offering, initial public offering (IPO) and transaction-related expenses, management fecs, and loss on early
extinguishment of debt, and the application on a pro forma basis of tonnage tax, interest expense savings on debt prepay-
ment, and net savings on vessel lease buyours, adjusted ner income was $45.0 million or $1.34 basic earnings per share in
2006 versus $34.8 million or $1.04 basic earnings per share in 2005. Comparable period-over-period adjusted EBITDA
grew for rhe fifth consecutive year and the rwentieth consecutive quarter.

Our Company continues to generate strong and growing levels of cash flows, Net cash provided by operating
activities increased by $39.1 million or 51.3% to $115.5 million in 2006 from $76.4 million in 2005. Cash and cash
equivalents grew by $52.5 million or 126.7% to $93.9 million at the end of 2006 from $41.4 miliion at the end of
2005. Free cash flow in 2006 was $96.1 million versus $5.1 million in 2005,

Our capiral structure has improved significantdy since our Seprember 2005 [PO due to decreasing leverage driven by
earnings growth, deployment of IPO proceeds to prepay a portion of our 9% and 11% notes and to fully redeem our
preferred stock, and a $25 million prepayment on our term loan. As of the end of 2006, debt to adjusted EBITDA has
improved from 4.3 dimes to 3.1 times, the debt to capitalization ratio has improved from 889% to 71% and adjusted EBITDA
to interest expense has improved from 2.9 times to 3.7 times.

We also successfully amended our senior credir facility in 2006, The amendment provides Horizon Lines with
greater flexibility to meet our future growth needs in a cost-effective manner. The amendmenc also serves as recognicion
of our improved credit standing brought about by the significant de-leveraging achieved since Horizon Lines’ IPQ in
September 2005, We plan to continue to de-leverage in the future via both debrt prepayments and earnings growth.

The benefits of our increasing financial strengeh accrue to us in many ways. They allow for the prepayment of debt
to caprure net interest expense savings. They expand our financing options and pool of available lenders, o allow us
to select the best financing alternative among a growing number of potential partners. Qur increasing financial strengeh
also serves to both decrease our cost of borrowing and increase the amount of capital available to us. Ukimately, our
growing financial strength affords us expanded options ac lower costs to prudently rake advantage of opportunities to
profitably grow our business. This of course is an interactive process, whereby the capitalization en profitable growth

opportunities results in even greater future financial strength.

"As we continue to create new ways to deliver value for our customers and grow our service capa-
bilities in new markets, we will bave the financial strength and access to capital that we need to

excel. And we will make sure that our stakeholders share in our success.”

M. Mark Urbania, Senior Vice President and Chief Financial Officer
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

Form 10-K

Mark one)
Annual Report Pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the fiscal year ended December 24, 2006

OR
[0 Transition report pursuant to Section 13 or 15(d) of the Securities Exchange Act of 1934
For the transition period from to

Commission File Number 333-123073

HORIZON LINES, INC.

{Exact name of registrant as specified in It charter)

Delaware 74-3123672%C\ 186
(State or other jurisdiction of (.A.S. Employer \
incorporatlon or organization} Identlfication No.)
4064 Colonx Road, Suite 200, Charlotte, North Carolina 28211
ddress of principal executive offices) {Zip Code)
(.104) 973-7000
(Registrant’s telephone number, including area code)

NOT APPLICABLE

{Former name, former address and former fiscal year, if changed since last report)

Securities registered pursuant to Section 12 (b) of the Act:
Title of each class Name of each exchange on which registered

Common stock, par value 30.01 per share New York Stock Exchange
Securities registered pursuant to Section 12 (g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities

Act. Yes Ne [
Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15 (d) of
the Act. Yes [0 No

Indicate by check mark whether the registrant (1} has filed all reports required to be filed by Section 13 or 15(d) of
the Securities Exchange Act of 1934 during the preceding 12 months (or for such a period that the registrant was
required to file such reports), and (2) has been subject to such filing requirements for the past
90 days. Yes No OJ

Indicate by check mark if disclosure of delinquent filers pursuant to ltem 405 of Regulation S-K (229.405) of this
chapter) is not contained herein, and will not be contained, the best of the registrant’s knowledge, in definitive proxy or
information statements incorporated by reference in Part lll of this Form 10-K or any amendment to this Form 10-K

Indicate by check mark whether the Registrant is a large accelerated filer, an accelerated filer, ora
non-accelerated filer. See definition of “accelerated filer and large accelerated filer” in Rule 12b-2 of the Exchange Act.

Large accelerated filer [ Accelerated filer Non-accelerated filer {J
Indicate by check mark whether the Registrant is a shell company (as defined in Rule 12b-2 of the Exchange
Act). Yes [0 No

The aggregate market value of common stock held by non-affiliates, computed by reference to the closing price of
the common stock as of the last business day of the registrant’s most recently completed second fiscal quarter, was
approximatety $371.4 million.

As of February 28, 2007, 33,661,202 shares of common stock, par value $.01 per share, were outstanding.
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The information required in Part Il of this Form 10-K is incorporated by reference to the registrant’s definitive
proxy statement to be filed for the Annual Meeting of Stockholders to be held on June 5, 2007
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Safe Harbor Statement

This Form 10-K (including the exhibits hereto) contains “forward-looking statements” within the
meaning of the federal securities laws. These forward-looking statements are intended to qualify for the
safe harbor from liability established by the Private Securities Litigation Reform Act of 1985. Forward-
looking statements are those that do not relate solely to historical fact. They include, but are not limited
to, any statement that may predict, forecast, indicate or imply future results, performance,
achievements or events. Words such as, but not limited to, “believe,” “expect,” “anticipate,” “estimate,”
“intend,” “plan,” “targets,” “projects,” “likely,” “will,” “would,” “could” and similar expressions or phrases
identify forward-looking statements.

All forward-looking statements involve risks and uncertainties. The occurrence of the events
described, and the achievement of the expected results, depend on many events, some or all of which
are not predictable or within our control. Actual results may differ materially from expected results.

Factors that may cause actual results to differ from expected results include: our substantial debt;
restrictive covenants under our debt agreements; decreases in shipping volumes; our failure to renew
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our commercial agreements with Maersk; rising fuel prices; labor interruptions or strikes; job related
claims, liability under multi-employer pension plans; compliance with safety and environmental
protection and other governmental requirements; new statutory and reguiatory directives in the United
States addressing homeland security concerns; the successful start-up of any Jones-Act competitor;
delayed defivery or non-delivery of one or more of our new vessels; increased inspection procedures
and tighter import and export controls; restrictions on foreign ownership of our vessels; repeal or
substantial amendment of the coastwise laws of the United States, also known as the Jones Act;
escalation of insurance costs, catastrophic losses and other liabilities; the arrest of our vessels by
maritime claimants; severe weather and natural disasters; our inability to exercise our purchase
options for our chartered vessels; the aging of our vessels; unexpected substantial drydocking costs for
our vessels; the toss of our key management personnel; actions by our stockholders; changes in tax
laws or in their interpretation or application, adverse tax audits and other tax matters; and legal or other
proceedings to which we are or may become subject.

In light of these risks and uncertainties, expected results or other anticipated events or
circumstances discussed in this Form 10-K {including the exhibits hereto) might not occur. We
undertake no obligation, and specifically decline any obligation, to publicly update or revise any
forward-looking statements, whether as a result of new information, future events or otherwise.

See the section entitled “Risk Factors”, beginning on page 12 of this Form 10-K, for a more
complete discussion of these risks and uncertainties and for other risks and uncentainties. These
factors and the other risk factors described in this Form 10-K are not necessarily all of the important
factors that could cause actual results or developments to differ materiaily from those expressed in any
of our forward-looking statements. Other unknown or unpredictable factors also could harm our results.
Consequently, there can be no assurance that actual results or developments anticipated by us will be
realized or, even if substantially realized, that they will have the expected consequences to, or effects
on, us. Given these uncertainties, prospective investors are cautioned not to place undue reliance on
such forward-looking statements.
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Part .

Iltem 1. Business
Our Company

Horizon Lines, Inc., a Delaware corporation, (the “Company”; and together with its subsidiaries,
“We") was formed as an acquisition vehicle to acquire, on July 7, 2004, the equity interest in Horizon
Lines Holding Corp., a Delaware corporation (‘HLHC" or “Horizon Lines Holding"). The foregoing
acquisition and related financing and other transactions, referred to in this Form 10-K collectively as
the “Acquisition-Related Transactions” or “merger,” included a merger whereby Horizon Lines Holding
became a direct wholly-owned subsidiary of the Company. The Company was formed at the direction
of Castle Harlan Partners V. L.P. (“CHP IV"), a private equity investment fund managed by Castle
Harlan, Inc. (“Castle Harlan"). HLHC operates as a holding company for Horizon Lines, LLC ("HL” or
“Morizon Lines”), a Delaware limited liability company that is the Company’s principal operating
subsidiary and Horizon Lines of Puerto Rico, Inc. (‘HLPR"}, a Delaware corporation. On December 6,
2004, H-Lines Finance Holding Corp. (“HLFHC" or “H-Lines Finance”) was formed as a direct wholly-
owned subsidiary of the Company and Horizon Lines Holding became a direct, wholly owned
subsidiary of H-Lines Finance. HLFHC was formed to issue 11% senior discount notes due 2013 (the
“11% senior discount notes™). During 2006, the Company completed three secondary offerings,
including a secondary offering (pursuant to a shelf registration) whereby CHP IV and other affiliated
private equity investment funds managed by Castle Harlan divested their ownership in the Company.

Our long operating history dates back to 1956, when Sea-Land Service, Inc. (“Sea-Land"}
pioneered the marine container shipping industry and established our business. In 1958 we introduced
container shipping to the Puerto Rico market, and in 1964 we pioneered container shipping in Alaska
with the first year-round scheduled vessel service. In 1987, we began providing container shipping
services between the U.S. west coast and Hawaii and Guam through our acquisition from an existing
carrier of all of its vessels and certain other assets that were already serving that market. In December
1998, HLHC's former parent, CSX Corporation sold the international marine container operations of
Sea-Land to the A.P. Maller Maersk Group (“Maersk”} and HLHC continued to be owned and operated
as CSX Lines, LLC, a subsidiary of CSX Corporation. On February 27, 2003, HLHC (which at the time
was indirectly majority-owned by Carlyle-Horizon Partners, L.P.) acquired from CSX Corporation,
which was the successor to Sea-Land, 84.5% of CSX Lines, LLC (“Predecessor A"), and 100% of CSX
Lines of Puerto Rico, Inc., which together constitute our business today. CSX Lines, LLC is now known
as Horizon Lines, LLC and CSX Lines of Puerto Rico, Inc. is now known as Horizon Lines of Puerto
Rico, Inc. Today, as the only Jones Act vessel operator with one integrated organization serving
Alaska, Hawaii and Puerto Rico, we are uniquely positioned to serve customers requiring shipping and
logistics services in more than one of these markets.

We believe that we are the nation’s leading Jones Act container shipping and integrated logistics
company, accounting for approximately 36% of total U.S. marine container shipments from the
continental U.S. to the three non-contiguous Jones Act markets, Alaska, Hawaii and Puerto Rico, and
to Guam. With 17 vessels and approximately 23,300 cargo containers, we operate the largest Jones
Act containership fleet, providing comprehensive shipping and sophisticated logistics services in our
markets. We have long-term access to terminal facilities in each of our ports, operating our own
terminals in Alaska, Hawaii, and Puerto Rico and contracting for terminal services in our seven ports in
the continental U.S. and in our ports in Guam, Hong Kong and Taiwan. We also offer inland cargo
trucking and logistics for our customers through our own trucking operations on the U.S. west coast
and our relationships with third-party truckers, railroads, and barge operators in our markets.

Wae ship a wide spectrum of consumer and industrial items used everyday in our markets, ranging
from foodstuffs (refrigerated and non-refrigerated) to household goods and auto parts to building
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materials and various materials used in manufacturing. Many of these cargos are consumer goods vital
to the expanding populations in our markets, thereby providing us with a stable base of growing
demand for our shipping and logistics services. We have many long-standing customer relationships
with large consumer and industrial products companies, such as Costco Wholesale Corporation,
Johnson & Johnson, Lowe's Companies, Inc., Safeway, Inc., Toyota Motor Corporation and Wal-Mart
Stores, Inc. We also serve several agencies of the U.S. government, including the Department of
Defense and the U.S. Postal Service. Qur customer base is broad and diversified, with our top ten
customers accounting for approximately 37% of revenue and our largest customer accounting for
approximately 8% of revenue.

2006 Developments

On December 14, 2006 the Company made a $25 million voluntary prepayment of its term loan
under its senior credit facility.

On December 12, 2008, the senior credit facility under which Horizon Lines Holding and Horizon
Lines are co-borrowers, and their respective subsidiaries are guarantors, was amended (as so
amended, “the senior credit facility”). The primary components of this amendment included: 1)
increasing the revolving credit facility to $75 million; 2) increasing the additional term loan borrowing
availability to $75 million; 3) raising the annual capital spending limit to $40 million, exclusive of vessel
and equipment lease buyouts; 4) allowing for 100% carryover of unutilized permitted annual capital
spending; 5) increasing maximum restricted payments on a rolling four quarters basis to $36 million; 6)
providing 100% credit for voluntary loan prepayments on the required annual excess cash flow sweep
now commencing in 2007; and 7) increasing permitted acquisitions to $120 million annually and to
$200 million over the life of the facility. The pre-amendment senior credit facility consisted of a $250
million term loan and a $50 million revolving credit facility.

On December 1, 2006, we announced the renewal and extension of all of our principal
commercial and operating arrangements with Maersk. In connection therewith, each of the following
material agreements was amended (the “Amendments”): {i} the TP1 Space Charter and Transportation
Service Contract, dated May 9, 2004 between A.P. Meller-Maersk A/S and Horizon Lines, LLC, (i) the
Container Interchange Agreement, dated April 1, 2002, between A.P. Maller-Maersk A/S, Horizon
Lines, LLC, Horizon Lines of Puerto Rico, Inc. and Horizon Lines of Alaska, LLC and (iii) the
Stevedoring and Terminal Services Agreement, dated May 9, 2004, between APM Terminals, North
America, Inc., Horizon Lines, LLC and Horizon Lines of Alaska, LLC. The Amendments, among other
things, (i) extend the term of each of these agreements until December 10, 2010 and (ii) extend the
scope of the services provided pursuant to these agreements to take into account our expanded
service between the U.S. west coast and Asia and Guam, which service is expected to begin in the first
quarter of 2007 with the deployment of the five new vessels.

On November 30, 2006, we took delivery of the Horizon Hunter from the Hyundai Mipo shipyard in
South Korea. The Horizon Hunter is the first of five new, U.S.-flag, foreign built, sister vessels (“new
vessels”) that we are chartering from subsidiaries of Ship Finance Intemational Limited (collectively,
“SFL") under definitive long-term charters and related agreements finalized on April 11, 2008 (the “new
fleet enhancement initiative”). Each vessel has gross tonnage of 28,592 tons and a capacity of 2,824
TEUs, and is capable of a service speed of 23 knots. The new vessels will be deployed in Horizon Lines’
Transpacific (“TP17) service linking the U.S. west coast with Guam and Asia commencing in the first half
of 2007. The Horizon Hunter is being sub-chartered to international container ship operators until its
deployment in our TP1 service. The redeployment is expected to provide additional Jones Act capacity to
meet seasonal and dry dock needs, as well as to respond to potential new revenue opponrunities such as
coastwise container services. Upon the delivery of these five vessels by the end of the first half of 2007,
the average age of our active vessels will be reduced from 31 years to 20 years.
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On November 15, 2006, the Company filed an automatic shelf registration statement on
Form S-3. The shelf registration statement, which became effective upon filing with the U.S. Securities
and Exchange Commission, registered for resale (and other dispositions) 2,678,894 outstanding
shares of the Company’s common stock. All of these shares were held by CHP IV, L.P. and its
co-investor Stockwel! Fund, L.P. and their respective affiliates and associates (the “existing selling
stockholders™). The Company has not received (and will not receive) any proceeds from any resales or
other dispositions under this shelf registration statement. The existing selling stockholders priced and
sold a registered public secondary offering of 2,355,083 shares of the Company’s common stock
pursuant to the shelf registration statement.

In September and June 2006, the Company completed secondary offerings of 5,300,000 shares
and 5,750,000 shares, respectively, of its common stock, all of which were sold by stockholders of the
Company. In addition, the stockholders of the Company completed the sale of a further 795,000 shares
and 862,500 shares, respectively, of common stock to the underwriters of these secondary offerings
pursuant to the exercise in full of the underwriters’ option to purchase additiona! shares. The Company
did not receive any proceeds from the sale of stock under these secondary offerings.

In September 2006, the Company elected the application of an elective alternative tax on
qualifying shipping activities (“tonnage tax”) instead of the federal corporate income tax on income from
its qualifying shipping activities. Qualifying shipping activities are defined as operations of a U.S. flag
vessel in U.S. foreign trade. This 2006 election of the tonnage tax was made in connection with the
filing of the Company’s 2005 federal corporate income tax retumn. The impact of the tonnage tax
election resulted in a decrease in income tax expense of approximately $43.5 million during 2006.
Approximately $11.0 million and $18.8 million relate to the 2005 reduction in income tax expense and
to the revaluation of deferred taxes related to the qualifying activities, respectively.

In 2006, we formed a dedicated team of employees to develop and implement a program
(“Horizon Edge”) over the next two and a half years, with the combined goals of reducing operating
costs and enhancing customer focus and service efficiency. With the assistance of outside advisors,
we are targeting improvements in maintenance management, marine productivity, supply chain
management and information technology.

The Jones Act

Over 90% of our revenue is generated from our shipping and logistics services in markets where
the marine trade is subject to the coastwise laws of the United States, also known as the Jones Act, or
other U.S. maritime cabotage laws.

The Jones Act is a long-standing cornerstone of U.S. maritime policy. Under the Jones Act, all
vessels transporting cargo between covered U.S. ports must, subject to limited exceptions, be buiit in
the U.S., registered under the U.S. flag, manned by predominantly U.S. crews, and owned and
operated by U.S.-organized companies that are controlled and 75% owned by U.S. citizens. u.s.-
flagged vessels are generally required to be maintained at higher standards than foreign-flagged
vessels and are supervised by, as well as subject to rigorous inspections by, or on behalf of the U.S.
Coast Guard, which requires appropriate certifications and background checks of the crew members.
Our trade routes between Alaska, Hawaii and Puerto Rico and the continental U.S. represent the three
non-contiguous Jones Act markets. Vessels operating on these trade routes are required to be fully
qualified Jones Act vessels. Other U.S. maritime laws require vessels operating on the trade routes
between Guam, a U.S. territory, and U.S. ports to be U.S.-flagged and predominantly U.S.-crewed, but
not U.S.-built.

Cabotage laws, which reserve the right to ship cargo between domestic ports to domestic
vessels, are not unique to the United States; similar laws are common around the world and exist in
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over 40 countries. In general, all interstate and intrastate marine commerce within the U.S. falls under
the Jones Act, which is a cabotage law. The Jones Act enjoys broad support from both major political
parties. During the 2004 presidential election, both major political parties supported the retention of the
Jones Act as currently in effect. In addition, the Jones Act has enjoyed strong congressional support.
We believe that the ongoing war on terrorism has further solidified political support for the Jones Act,
as a vital and dedicated U.S. merchant marine is a cornerstone for a strong homeland defense, as well
as a criticat source of trained U.S. mariners for wartime support.

Market Overview and Competition

The Jones Act distinguishes the U.S. domestic shipping market from international shipping
markets. Given the limited number of existing Jones Act qualified vessels, the high capital investment
and long delivery lead times associated with building a new containership in the U.S., the substantial
investment required in infrastructure and the need to develop a broad base of customer relationships,
the markets in which we operate have been less vulnerable to over capacity and volatility than
international shipping markets.

Although the U.S. container shipping industry is affected by general economic conditions, the
industry does not tend to be as cyclical as other sectors within the shipping industry. Specifically, most
of the cargos shipped via container vessels consist of a wide range of consumer and industrial items
as well as military and postal loads. Since many of these types of cargos are consumer goods vital to
the expanding populations in our markets, they provide us with a stable base of growing demand for
our shipping and logistics services.

The Jones Act markets are not as fragmented as international shipping markets. We are one of
only two major container shipping operators currentiy serving the Alaska market, each accounting for
approximately 40% of total container loads traveling from the continentai U.S. to Alaska. Horizon Lines
and TOTE serve the Alaska market. We are also only one of two container shipping companies
currently serving the Hawaii and Guam markets with an approximate 36% share of total domestic
marine container shipments from the continental U.S. to these markets. This percentage reflects 35%
and 52% shares of total domestic marine container shipments from the continental U.S. to Hawaii and
Guam markets, respectively. Horizon Lines and Matson Navigation Co (“Matson”) serve the Hawaii
and Guam market. In Puerto Rico, we are the largest provider of marine container shipping, accounting
for approximately 35% of Puerto Rico's total container loads from the continental U.S. The Puerto Rico
market is currently served by two containership companies, Horizon Lines and Sea Star Lines (“Sea
Star”). Sea Star is an independently operated company majority-owned by an affiliate of TOTE. Two
barge operators, Crowley and Trailer Bridge, Inc., also currently serve this market.

The U.S. container shipping industry as a whole is experiencing rising customer expectations for
real-time shipment status information and the on-time pick-up and delivery of cargo, as customers seek
to optimize efficiency through greater management of the delivery process of their products.
Commercial and governmental customers are increasingly requiring the tracking of the location and
status of their shipments at all times and have developed a strong preference to retrieve information
and communicate using the Internet. We recently established a fully-functional intermodal active radio
frequency identification (“RFID") solution providing customers real-time shipment visibility during all
phases of transit. The active RFID-based real-time tracking system, when matched with Horizon’s
industry-leading web-based event management system, offers shipment visibility and supply chain
efficiencies by providing real-time detailed shipment information throughout the container’s transit from
origin loading facility through to final destination. A broad range of domestic and foreign governmental
agencies are also increasingly requiring access to shipping information in automated formats for
customs oversight and security purposes.




To ensure on-time pick-up and delivery of cargo, shipping companies must maintain strict vessel
schedules and efficient terminal operations for expediting the movement of containers in and out of
terminal facilities. The departure and arrival of vessels on schedule is heavily influenced by both vessel
maintenance standards (i.e., minimizing mechanical breakdowns) and terminal operating discipline.
Marine terminal gate and yard efficiency can be enhanced by efficient yard layout, high-quality
information systems, and streamlined gate processes.

Sales and Marketing

We manage a sales and marketing team of 114 employees strategically located in our various
ports, as well as in seven regional offices across the continental U.S., from our headquarters in
Charlotte, North Carolina. Senior sales and marketing professionals in Charlotte are responsible for
developing sales and marketing strategies and are closely involved in servicing our largest customers.
All pricing activities are also centrally coordinated from Charlotte and from Renton, Washington,
enabling us to manage our customer relationships. The marketing team located in Charlotte is
responsible for providing appropriate market intelligence and direction to the Puerto Rico sales
organization. The marketing team located in Renton is responsible for providing appropriate market
intelligence and direction to the members of the team who focus on the Hawaii, Guam and Alaska
markets.

Our regional sales and marketing presence ensures close and direct interaction with customers
on a daily basis. Many of our regional sales professionals have been servicing the same customers for
over ten years. We believe that we have the largest sales force of all container shipping and logistics
companies active in the major non-contiguous Jones Act markets. Unlike our competitors, our sales
force cross-sells our shipping and logistics services across all of these markets. We believe that the
breadth and depth of our relationships with our customers is the principal driver of repeat business
from our customers. We further believe that our long-standing customer relationships and our cross-
selling efforts enable us to forge customer relationships which provide us with a distinct competitive
advantage.

Customers

We serve a diverse base of long-standing, established customers consisting of many of the
world’s largest consumer and industrial products companies. Such customers include Costco
Wholesale Corporation, Johnson & Johnson, Lowe’s Companies, inc., Safeway, Inc., Toyota Motor
Corporation and Wal-Mart Stores, Inc. In addition, we serve several agencies of the U.S. government,
including the Department of Defense and the U. S. Postal Service.

We believe that we are uniquely positioned to serve these and other large national customers due
to our position as the only shipping and logistics company serving all three non-contiguous Jones Act
markets and Guam. Approximately 59% of our transportation revenue in 2006 was derived from
customers shipping with us in more than one of our markets with approximately 36% of our
transportation revenue in 2006 being derived from customers shipping with us in ail three markets.

We generate most of our revenue through non-exclusive customer contracts with pre-specified
rates and volumes and with durations ranging from one to six years, providing stable revenue streams.
In addition, our relationships with our customers extend far beyond the length of any given contract.
For example, some of our customer relationships extend back over 40 years and our top ten customer
relationships average 29 years.

We serve customers in numerous industries and carry a wide variety of cargos, mitigating our
dependence upon any single customer or single type of cargo. Our customer base is broad with no
significant concentration by customer or type of cargo shipped. For 2006, our top ten largest customers
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represented approximately 31% of transportation revenue, with the largest customer accounting for
approximately 7% of transportation revenue. During 2008, our top ten largest customers comprised
approximately 37% of total revenue, with our largest customer accounting for approximately 8% of total
revenue. Total revenue includes transportation, non-transportation and other revenue.

Industry and market data used throughout this Form 10-K, including information relating to our
relative position in the shipping and logistics industry are approximations based on the good faith
estimates of our management, which are generally based on internal surveys and sources, and other
publicly available information, including local port information. Unless otherwise noted, financial data
and industry and market data presented herein are for a period ending in 2006.

Operations Overview

We ovarsee our operations in all three non-contiguous Jones Act markets and Guam from our
headqguarters in Charlotte, North Carolina. Qur operations in these markets share corporate and
administrative functions such as finance, information technology and sales and marketing. Centralized
functions are performed primarily at our headquarters and at our administrative facility in Dallas, Texas.

We book and moenitor all of our shipping and fogistics services with our customers through the
Horizon Information Technology System (*HITS"). HITS, our proprietary ocean shipping and logistics
information technology system, provides a platform to accomplish a shipping transaction from start to
finish in a cost-effective, streamlined manner. HITS provides an extensive database of information
relevant to the shipment of containerized cargo and captures all critical aspects of every shipment
booked with us. In a typical transaction, our customers go on-line to make a booking or call, fax or
e-mail our customer service department. Once applicable shipping information is input into the booking
systern, a booking number is generated. The booking information then downloads into other systems
used by our dispatch team, terminal personnel, vessel plarniners, documentation team, logistics team
and other teams and personnel who work together to produce a seamless transaction for our
customers.

Our dispatch team coordinates truck and/or rail shipping from inland locations to the port on
intermodal bookings. We currently purchase rail services directly from the railroads involved through
confidential transportation service contracts, except for services from CSX Transportation which are
obtained through our contract with CSX Intermodal, an affiliate of CSX Transportation. Our terminal
personnel schedule equipment availability for containers picked up at the port. Our vessel planners
develop stowage plans and our decumentation teams process the cargo bill. Our logistics team
reviews space availability and informs our other teams and personnel when additional bookings are
needed and when bookings need to be changed or pushed to the next vessel. After containers arrive at
the port of loading, they are loaded on board the vessel. Once the containers are loaded and are at
sea, our destination terminal staff initiates their process of receiving and releasing containers to our
customers. Customers accessing HITS via our internet portal have the option to receive e-mail alerts
as specific events take place throughout this process. All of our customers have the option to call our
customer service department or to access HITS via our internet portal, 24 hours a day, seven days a
week, to track and trace shipments. Customers may also view their payment histories and make
payments on-line.

Insurance

We maintain insurance policies to cover risks related to physical damage to our vessels and
vessel equipment, other equipment (including containers, chassis, terminal equipment and trucks) and
property, as well as with respect to third-panrty liabilities arising from the carriage of goods, the
operation of vessels and shoreside equipment, and general liabilities which may arise through the
course of aur normal business operations. We also maintain workers compensation insurance,
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business interruption insurance, and directors’ and officers’ insurance providing indemnification for our
directors, officers, and certain employees for some liabilities.

Vessel Fleet

Our management team adheres to an effective strategy for the maintenance of our vessels. Early
in our 50-year operating history, when we pioneered Jones Act container shipping, we recognized the
vital importance of maintaining our valuable Jones Act qualified vessels. Our on-shore vessel
management team carefully manages all of our ongoing regular maintenance and drydocking activity.
We maintain our vessels according to our own strict maintenance procedures, which meet or exceed
U.S. government requirements. All of our vessels are regulated pursuant to rigorous standards
promulgated by the U.S. Coast Guard and subject to periodic inspection and certification, for
compliance with these standards, by the American Bureau of Shipping, on behalf of the U.S. Coast
Guard. Our procedures protect and preserve our fleet to the highest standards in our industry and
enable us to preserve the usefulness of our ships. During each of the last four years, our vessels have
been in operational condition, ready to sail, over 99% of the time when they were required to be ready
to sail.

The table below lists our vessel fleet, which is the largest containership fleet within the Jones Act
markets, as of December 24, 2006, Our vessel fleet consists of 17 vessels of varying classes and
specification, 14 of which are actively deployed, two of which are spare vessels available for dry-dock
relief and one of which is currently on charter.

Year Reefer Max. Owned/ Charter
Vessel Name Market Built TEU( Capacity® Speed Chartered  Explration
Horizon Anchorage. . .... Alaska 1987 1,668 280 20.0 kts Chartered 2-Jan-15
Horizon Tacoma ........ Alaska 1987 1,668 280 20.0kts Chartered 2-Jan-15
Horizon Kodiak ......... Alaska 1987 1,668 280 20.0 kts Chartered 2-Jan-15
Horizon Fairbanks® . .... Alaska 1973 1,476 140 225kts Owned —_
Horizon Navigator. ... .. Hawaii & Guam 1972 2,386 100 21.0kts Owned —_
Horizon Trader.......... Hawaii & Guam 1972 2,386 100 21.0kts Owned —
Horizon Pacific.......... Hawaii & Guam 1980 2,407 100 21.0kts Owned —
Horizon Enterprise ... ... Hawaii & Guam 1980 2,407 150 21.0kts Owned —_
Horizon Consumer .. .. .. Hawaii & Guam 1973 1,751 170 22.0kts Owned —_—
Horizon Spirit........... Hawaii & Guam 1980 2,653 100 220kts COwned —
Horizon Reliance. ....... Hawaii & Guam 1980 2,653 100 22.0kts Owned —
Horizon Producer ....... Puerto Rico 1974 1,751 170 22.0kts Owned —_
Horizon Challenger. ..... Puerto Rico 1968 1,424 71 21.2kts Owned —
Horizon Discovery....... Puerto Rico 1968 1,442 70 21.2kts Owned —
Horizon Crusader®. . . ... Puerto Rico 1969 1,376 70 21.2kts Owned —
Horizon Hawaii.......... Puerto Rico 1973 1,420 170 225kts Owned -
Horizon Hunters . .. ... .. Transpacific 2006 2,824 586 23.0kts Chartered 30-Nov-18

M Twenty-foot equivalent unit, or TEU, is a standard measure of cargo volume correlated to the
volume of a standard 20-foot dry cargo container.

@  Reefer capacity, or refrigerated container capacity, refers to the total number of 40-foot
equivalent units, or FEUs, which the vessel can hold. The FEU is a standard measure of
refrigerated cargo volume correlated to the volume of a standard 40-foot reefer, or refrigerated
cargo container.

@  Serves as a spare vessel available for deployment in any of our markets and also serves the
Alaska trade from June through August.

) Serves as a spare vessel available for deployment primarily in the Puerto Rico trade.

) On sub-charter until expected deployment in our TP1 service in March 2007.
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On September 12, 2005, Horizon Lines acquired with available cash, for $25.2 million, the rights
and beneficial interests of the sole owner participant in two separate trusts, the assets of which consist
primarily of the Horizon Enterprise and the Horizon Pacific, and the charters related thereto under
which Horizon Lines operates such vessels. Horizon Lines repaid the $4.5 million indebtedness
assumed in connection with this acquisition in Januvary 2007.

As discussed in 2006 Developments”, in 2007, we have charted one and will charter four new
U.S. flag, foreign built vessels for 12 year terms from SFL. We will redeploy certain of our existing
Jones Act vessels to other trade routes and will reserve other existing Jones Act vessels to meet
seasonal and dry-dock needs. We expect that after deployment of the new vessels and redepioyment
of existing vessels, that 16 of our 21 vessels will be active, and the remaining five will be avaitable for
seasonal and dry dock needs and to respond to potential new revenue opportunities.

Our Vessel Charters

Four of our vessels are leased, or chartered, by certain of our subsidiaries pursuant to charters
with termination dates for three of our vessels on January 2, 2015 and on November 30, 2018 for the
remaining vessel. Under the charter for each chartered vessel, these subsidiaries generally have the
following options in connection with the expiration of the charter: (i) purchase the vessel for its fair
market value, (ii) extend the charter for an agreed upon period of time at a fair market value charter
rate or, (iii) return the vessel to its owner.

The abligations of the subsidiaries under the existing charters for our chartered vessels are
guaranteed by our former parent, CSX Corporation, and certain of its affiliates. In turn, certain of our
subsidiaries are parties to the Amended and Restated Guarantee and Indemnity Agreement, referred to
herein as the GIA, with CSX Corporation and certain of its affiliates, pursuant to which these subsidiaries
have agreed to indemnify these CSX entities if any of them should be called upon by any owner of the
chartered vessels to make payments to such owner under the guarantees referred to above.

Qur Container Fleet

As summarized in the table below, our container fleet consists of owned and leased containers of
different types and sizes as of December 24, 2006:

w Owned Leased Combined
20 Standard Dry .. ... e 44 667 711
20 Flat BacK. . oottt e e e e 2 — 2
20 Miscellaneous ... i e 52 — 52
2 - T 1 — 1
40 Standard DIy .. ... 150 1,682 1,832
A0 Flat BacK. . ...t e 364 312 676
40 High-Cube Dry. ... e 1,317 6,886 8,203
40’ StandardInsulated . ............ ... i e e 26 —_ 26
40’ High-Cube Insulated. . . ......... ... ... . oot 406 — 408
40 Standard Opentop ... — 100 100
40 Miscellaneous ... ... . e e 63 — 63
QO T ANK ., et e e 3 — 3
A0 Car Carmier ... e e e e 165 — 165
40 Standard Reefer .. ... o e 4 — 4
40' High-Cube Reefer. ............ . i 1,628 4,023 5,651
45'High-Cube Dry. . ... i i e e e 1,459 3,240 4,699
45 High-Cube Insulated. . ............ ... i, 474 - 474
45 High-Cube Reefer............. ... ... ..o ... — 202 202
Total ..o e 6,158 17112 23,270




All of our container leases are operating leases.

Maersk Arrangements

In connection with the sale of the international marine container operations of Sea-Land by our
former parent, CSX Corporation, to Maersk, in December 1999, our predecessor, CSX Lines, LLC and
certain of its subsidiaries entered into a number of commercial agreements with Maersk that
encompass terminal services, equipment sharing, sales agency services, trucking services, cargo
space charters, and transportation services. These agreements, which were renewed and amended in
December 2006, generally are now scheduled to expire at the end of 2010. Maersk is our terminal
service provider in the continental U.S., at our ports in Elizabeth, New Jersey, Jacksonville, Florida,
Houston, Texas, Tacoma, Washington, and Oakland and Los Angeles, California. We are Maersk’s
terminal operator in Hawaii, Guam, Alaska and Puerto Rico. We share containers with Maersk and also
pool chassis and generator sets with Maersk. We are Maersk’s sales agent in Alaska and Puerto Rico,
and Maersk serves as our sales agent in Canada. On the U.S. west coast, we provide trucking
services for Maersk.

Under our cargo space charter and transportation service agreements with Maersk, we currently
operate five Jones Act vessels that sail from the U.S. west coast to Hawaii, continuing from Hawaii on
to Guam, and then from Guam on to Hong Kong and Kaohsiung, with a retum trip to Tacoma,
Washington, and Oakland, California. We utilize Maersk containers to carry a portion of our cargo
westbound to Hawaii and Guam, where the contents of these containers are then unloaded. We then
ship the empty Maersk containers onwards to the two ports in Asia. When these vessels arrive in Asia,
Maersk unloads these empty containers and replaces them with loaded containers on our vessels for
the return trip to the U.S. west coast. We use Maersk equipment on our service to Hawaii from our
U.S. west coast ports as well as from select U.S. inland locations. We achieve significantly greater
vessel capacity utilization and revenue on this route as a result of this arrangement. In 2007, we will
replace these five US-built vessels with the five new foreign-built vessels we are acquiring, or have
acquired, via operating leases and will redeploy the five US-built vessels.

Security

Heightened awareness of maritime security needs, brought about by the events of September 11,
2001 and several maritime attacks around the globe, have caused the United Nations through its
International Maritime Organization (“IMQ"), the U.S. Department of Homeland Security, through its
Coast Guard arm, and the states and local ports to adopt a more stringent set of security procedures
relating to the interface between port facilities and vessels. In addition, the U.S. Congress and the
current administration have enacted legislation requiring the implementation of Coast Guard approved
vessel and facility security plans.

Certain aspects of our security plans require our investing in infrastructure upgrades to ensure
compliance. We have applied in the past and will continue to apply going forward for federal grants to
offset the incremental expense of these security investments. While we were successful through two
early rounds of funding to secure substantial grants for specific security projects, the current grant
award criteria favor the largest ports and stakeholder consortia applications, limiting the available funds
for stand alone private maritime industry stakeholders. In addition, the current administration is
continuously reviewing the criteria for awarding such grants. Such changes could have a negative
impact on our ability to win grant funding in the future. Security surcharges are evaluated regularly and
we may at times incorporate these surcharges into the base transportation rates that we charge.

Capital Construction Fund

The Merchant Marine Act, 1936, as amended, permits the limited deferral of U.S. federal income
taxes on earnings from eligible U.S.-built and U.S.-flagged vessels and U.S.-built containers if the
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earnings are deposited into a Capital Construction Fund {“CCF™), pursuant to an agreement with the
U.S. Maritime Administration, (“MARAD"). The amounts on deposit in a CCF can be withdrawn and
used for the acquisition, construction or reconstruction of U.S.-built and U.S.-flagged vessels or U.S.-
built containers, in both cases, for operation only on trade routes between ports in the continental U.S.
and ports in Alaska, Hawaii or Puerto Rico, on trade routes between ports in Alaska, Hawaii and Puerto
Rico, on trade routes on the Great Lakes, and on trade routes between U.S. ports and foreign ports.

Horizon Lines has a CCF agreement with MARAD under which it occasionally deposits into the
CCF earnings attributable to the operation of 16 of its vessels and makes withdrawals of funds from the
CCF to acquire U.S.-built and U.S.-flagged vessels and U.S.-built refrigeration units for our containers.
During 2005, Horizon Lines acquired with available cash of $25.2 million and the assumption of debt of
$4.5 million, the rights and beneficial interests of the sole owner participant in two separate trusts, the
assets of which consist primarily of the Horizon Enterprise and the Horizon Pacific, and the charters
related thereto under which Horizon Lines operates such vessels. These vessels were subject to
mortgages in the aggregate amount of $4.5 million, which were paid on January 2, 2007. Four used
U.5.-built and U.S.-flagged vessels (Horizon Hawaii, Horizon Fairbanks, Herizon Navigator, and
Horizon Trader) were acquired by Horizon Lines in 2003 and 2004 for a total of $25.2 million through
the exercise of purchase options under the charters for these vessels.

Amounts on deposit in Horizon Lings' CCF cannot be withdrawn for other than the qualified
purposes specified in the CCF agreement. Any nonqualified withdrawals are subject to federal income
tax at the highest marginal rate. In addition, such tax is subject to an interest charge based upon the
number of years the funds have been on deposit. If Horizon Lines’ CCF agreement was terminated,
funds then on deposit in the CCF would be treated as nonqualified withdrawals for that taxable year. In
addition, if a vessel built, acquired, or reconstructed with CCF funds is operated in a nonqualified
operation (such as the contiguous Jones Act trade and certain foreign-to-foreign trades), the owner
must repay a proportionaie amount of the tax benefits as liquidaied damages. These restrictions apply
(i) for 20 years after delivery in the case of vessels built with CCF funds, (ii} ten years in the case of
vessels reconstructed or acquired with CCF funds more than one year after delivery from the shipyard,
and (iii) ten years after the first expenditure of CCF funds in the case of vessels in regard to which
qualified withdrawals from the CCF fund have been made to pay existing indebtedness (five years if
the vessels are more than 15 years old on the date the withdrawal is made). In addition, the sale or
mortgage of a vessel acquired with CCF funds requires MARAD's approval. Our consolidated balance
sheets at December 24, 2006 and December 25, 2005 each include liabilities of approximately $14.1
million for deferred taxes on deposits in our CCF.

Construction-Differential Subsidy

Thirteen of our vessels were built with construction differential subsidies provided by the U.S.
Department of Transportation under Title V of the Merchant Marine Act, 1936. The grant of these
subsidies was subject to the imposition of certain operating restrictions which generally limit the
operation of the vessels to foreign trade routes, provided that these vessels carried cargo between
U.S. ports in the course of foreign voyages if portions of the related subsidies were repaid in
connection therewith. Three of our vessels were subject to these operating restrictions during 2005.
We operated these three vessels on trade routes between the U.S. west coast and Asia, with stops in
Hawaii and Guam, and made subsidy repayments in respect of the portions of these voyages between
Hawaii and the U.S. west coast. The construction-differentiai subsidy restrictions on two of these
vessels expired in 2005 and the restriction on the third vessel expired in January 2006. As such, for the
year ended December 24, 2006, we incurred $0.1 million of expense related 1o this construction
differential subsidy program and we made a final subsidy repayment of approximately $1.2 million.
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Employees

As of December 24, 2006, we had 1,878 employees, of which approximately 1,270 were
represented by seven labor unions.

The table below sets forth the unions which represent our employees, the number of employees
represented by these unions as of December 24, 2006 and the expiration dates of the related collective
bargaining agreements:

Number of
Collective Bargaining Our
Agreement(s) Employees

Union Explration Date Represented
international Brotherhood of Teamsters .................. ... ... March 31, 2008 253
International Brotherhood of Teamsters, Alaska.................. June 30, 2010 110
International Longshore & Warehouse Union (ILWU) ............. July 1, 2008 36
International Longshore and Warehouse Union,

Alaska (ILWU-Alaska)..........cooviiiiiiii e June 30, 2007 93
International Longshoremen’s Association, AFL-CIO (ILA) ........ September 30, 2010 —1)
Interational Longshoremen’s Association, AFL-CIO, Puerto Rico. .. October 31, 2010 86
Marine Engineers Beneficial Association (MEBA) ................ June 15, 2012 143
international Organization of Masters, Mates & Pilots,

AFL-CIO(MMP) ... i June 15, 2012 96
Office & Professional Employees International Union, AFL-CIO....  November 9, 2007 66
Seafarers International Union (SIU) . ...t June 30, 2011 381

M  Multi-employer arrangement representing workers in the industry, including workers who may
perform services for us but are not our employees.

The table below provides a breakdown of headcount by non-contiguous Jones Act market and
function for our non-union employees as of December 24, 2006.

Hawaii
and
Alaska Guam Puerto Rico
Market Market Market Corporatel= Total

SeniorManagement . . ... o e 1 2 1 14 18
Operations. . ......ovnvi e 35 80 55 65 235
Salesand Marketing. ...t 21 30 53 10 114
Administration® .. ... oo 7 33 _ 8 193 241
TotalHeadcount ..............c.c.ciiiiiinin.ns 64 145 117 282 608

@  Corporate headcount includes employees in both Charlotte, North Carolina (headquarters) and in
Dallas, Texas and other locations.
#  Administration headcount includes customer service and documentation personnel.

Available Financial Information

The mailing address of the Company’s Executive Office is 4064 Colony Road, Suite 200,
Charlotte, North Carolina 28211 and the telephone number at that location is (704) 973-7000. The
Company’s most recent SEC filings can be found on the SEC’s website, www.sec.gov, and on the
Company's website. The Company’s 2006 annual report on Form 10-K will be available on the
Company's website as soon as reasonably practicable. All such filings are available free of charge.
The contents of our website are not incorporated by reference into this Form 10-K.
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Item 1A. Risk Factors

If we are unable to implement our business strategy, our future resuits coulid be adversely
affected.

Our future results of operations wili depend in significant part on the extent to which we can
implement our business strategy successfully. Our business strategy includes continuing to organically
grow our revenue, providing complete shipping and logistics services, leveraging our capabilities to
serve a broad range of customers, leveraging our brand, maintaining industry-leading information
technology, and reducing operating costs. Our strategy is subject to business, economic and
competitive uncertainties and contingencies, many of which are beyond our control. As a
consequence, we may not be able to fully implement our strategy or realize the anticipated results of
our strategy.

Repeal, substantial amendment, or waiver of the Jones Act or its application could have a
material adverse effect on our business.

if the Jones Act were to be repealed, substantially amended, or waived and, as a consequence,
competitors with lower operating costs were to enter any of our Jones Act markets, our business would
be materially adversely affected. In addition, our advantage as a U.S.-citizen operator of Jones Act
vessels could be eroded by periodic efforts and attempts by foreign interests to circumvent certain
aspects of the Jones Act. If maritime cabotage services were included in the General Agreement on
Trade in Services, the North American Free Trade Agreement or other international trade agreements,
or if the restrictions contained in the Jones Act were otherwise altered, the shipping of maritime cargo
between U.S. ports could be opened to foreign-flag or foreign-built vessels.

In September 2005, the Department of Homeland Security issued limited temporary waivers of
the Jones Act solely to permit the transport of petroleum and refined petroleum products in the United
States in response to the damage caused to the nation’s oil and gas production facilities and pipelines
by Hurricanes Katrina and Rita. There can be no assurance as to the timing of any future waivers of
the Jones Act or that any such waivers will be limited to the transport of petroleum and refined
petroleum products.

A decrease In shipping volume in our markets will adversely affect our business.

Demand for our shipping services depends on levels of shipping in our Jones Act markets and in
the Guam market, as well as on economic and trade growth and logistics. Cyclical or other recessions
in the continental U.S. or in these markets can negatively affect our operating results as customers
may ship fewer containers or may ship containers only at reduced rates. We cannot predict whether or
when such downturns will occur.

Our failure to renew our commercial agreements with Maersk in the future could have a
material adverse effect on our business.

We have several commercial agreements with Maersk, an international shipping company, that
encompass terminal services, equipment sharing, cargo space charters, sales agency services,
trucking services, and transportation services. For example, under these agreements, Maersk provides
us with terminal services at six ports located in the continental U.S. (Elizabsth, New Jersey;
Jacksonville, Florida; Houston, Texas; Los Angeles and QOakland, California; and Tacoma,
Washington). In general, these agreements, which were renewed and amended in December 2006,
are currently scheduled to expire at the end of 2010. If we fail to renew these agreements in the future,
the requirements of our business will necessitate that we enter into substitute commercial agreements
with third parties for at least some portion of the services contemplated under our existing commercial
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agreements with Maersk, such as terminal services at our ports located in the continental U.S. There
can be no assurance that, if we fail to renew our commercial agreements with Maersk, we will be
successful in negotiating and entering into substitute commercial agreements with third parties and,
even if we succeed in doing so, the terms and conditions of these new agreements, individually or in
the aggregate, may be significantly less favorable to us than the terms and conditions of our existing
agreements with Maersk or others. Furthermore, if we do enter into substitute commercial agreements
with third parties, changes in our operations to comply with the requirements of these new agreements
(such as our use of other terminals in our existing ports in the continental U.S. or our use of other ports
in the continental U.S.) may cause disruptions to our business, which could be significant, and may
result in additional costs and expenses and possible losses of revenue.

In addition, as stated in our commercial agreements with Maersk, if we do not achieve full
deployment of all of the new vessels (or equivalent substitute vessels) by July 1, 2007, Maérsk may at
any time after July 1, 2007 canc®) the agreements. if cancellation were to occur, the current agreement
dated May 9, 2004 would remain effective until its termination on December 10, 2007.

Rising fuel prices may adversely affect our profits.

Fuel is a significant operating expense for our shipping operations. The price and supply of fuel is
unpredictable and fluctuates based on events outside our control, including geopolitical developments,
supply and demand for oil and gas, actions by OPEC and other cil and gas producers, war and unrest
in oil producing countries and regions, regional production patterns and environmental concerns. As a
result, increases in the price of fuel, such as we are currently experiencing, may adversely affect
profitability. There can be no assurance that our customers will agree to bear such fuel price increases
via fuel surcharges without a reduction in their volumes of business with us nor any assurance that our
future fuel hedging efforts, if any, will be successful.

Our industry is unionized and strikes by our union employees or others in the industry may
disrupt our services and adversely affect our operations.

As of December 24, 2006, we had 1,878 employees, of which 1,270 were unionized employees
represented by seven different labor unions. Our industry is susceptible to work stoppages and other
adverse employee actions due to the strong influence of maritime trade unions. We may be adversely
affected by future industrial action against efforts by our management or the management of other
companies in our industry to reduce labor costs, restrain wage increases or modify work practices. For
example, in 2002 our operations at our U.S. west coast ports were significantly affected by a 10-day
labor interruption by the International Longshore and Warehouse Union. This interruption affected ports
and shippers throughout the U.S. west coast.

In addition, in the future, we may not be able to negotiate, on terms and conditions favorable to
us, renewals of our collective bargaining agreements with unions in our industry and strikes and
disruptions may occur as a result of our failure or the failure of other companies in our industry to
negotiate collective bargaining agreements with such unions successfully.

Our collective bargaining agreements with our unions are scheduled to expire as follows—
International Brotherhood of Teamsters: 2008 and 2010; Seafarers International Union: 2011; Office &
Professional Employees International Union: 2007, International Longshore and Warehouse Union:
2007 and 2008:; International Longshoremen's Association: 2010; Marine Engineers Beneficial
Association: 2012; and International Organization of Masters, Mates & Pilots: 2012.

13



Our employees are covered by federal laws that may subject us to job-related claims in
addition to those provided by state laws.

Some of our employees are covered by several maritime statutes, including provisions of the
Jones Act, the Death on the High Seas Act, the Seamen’s Wage Act and general maritime law. These
laws typically operate to make liability limits established by state workers’ compensation laws
inapplicable to these employees and to permit these employees and their representatives to pursue
actions against employers for job-related injuries in federal courts. Because we are not generally
protected by the limits imposed by state workers’ compensation statutes for these employees, we may
have greater exposure for any claims made by these employees than is customary in the United
States.

Due to our participation in multi-employer pension plans, we may have exposure under those
plans that extends beyond what our obligations would be with respect to our employees.

We contribute to fourteen multi-employer pension plans. In the event of a partial or complete
withdrawal by us from any plan which is underfunded, we would be liable for a proportionate share of
such plan’s unfunded vested benefits. Based on the limited information available from plan
administrators, which we cannot independently validate, we believe that our portion of the contingent
liability in the case of a full withdrawal or termination would be material to our financial position and
results of operations. In the event that any other contributing employer withdraws from any plan which
is underfunded, and such employer (or any member in its controlied group) cannot satisfy its
obligations under the plan at the time of withdrawal, then we, along with the other remaining
contributing employers, would be liable for our proportionate share of such plan’s unfunded vested
benefits. We have no current intention of taking any action that would subject us to any withdrawal
liability and cannot assure you that no other contributing employer will take such action.

In addition, if a multi-employer plan fails to satisfy the minimum funding requirements, the Internal
Revenue Service, pursuant to Section 4971 of the Internal Revenue Code of 1986, as amended,
referred to herein as the Code, will impose an excise tax of five (5%) percent on the amount of the
accumulated funding deficiency. Under Section 413(c)(5) of the Code, the liability of each contributing
employer, including us, will be determined in part by each employer's respective delinquency in
meeting the required employer contributions under the plan. The Code also requires contributing
employers to make additional contributions in order to reduce the deficiency to zero, which may, along
with the payment of the excise tax, have a material adverse impact on our financial results.

Compliance with safety and environmental protection and other governmental requirements
may adversely affect our operations.

The shipping industry in general and our business and the operation of our vessels and terminals
in particular are affected by extensive and changing safety, environmental protection and other
international, national, state and local governmental laws and regulations. For example, our vessels, as
U.S.-flagged vessels, generally must be maintained “in class” and are subject to periodic inspections
by the American Bureau of Shipping or similar classification societies, and must be periodically
inspected by, or on behalf of, the U.S. Coast Guard. In addition, the United States Qil Pollution Act of
1990 (referred to as OPA), the Comprehensive Environmental Response, Compensation & Liability Act
of 1980 (referred to as CERCLA), and certain state laws require us, as a vessel operator, to obtain
certificates of financial responsibility and to adopt procedures for oil or hazardous substance spill
prevention, response and clean up. In complying with these laws, we have incurred expenses and may
incur future expenses for ship modifications and changes in operating procedures. Changes in
enforcement policies for existing requirements and additional laws and regulations adopted in the
future could limit our ability to do business or further increase the cost of our doing business.
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We believe our vessels are maintained in good condition in compliance with present regulatory
requirements, are operated in compliance in all material respects with applicable safety/environmental
laws and regulations and are insured against the usual risks for such amounts as our management
deems appropriate. Qur vessels’ operating certificates and licenses are renewed periodically during the
required annual surveys of the vessels. However, there can be no assurance that such certificates and
licenses will be renewed. Also, in the future, we may have to alter existing equipment, add new
equipment to, or change operating procedures for, our vessels to comply with changes in
governmental regulations, safety or other equipment standards to meet our customers’ changing
needs. If any such costs are material, they could adversely affect our financial condition.

We are subject to new statutory and regulatory directives in the United States addressing
homeland security concerns that may increase our costs and adversely affect our operations.

Various government agencies within the Department of Homeland Security (“DHS"), including the
Transportation Security Administration, the U.S. Coast Guard, and U.S. Bureau of Customs and Border
Protection, have adopted, and may adopt in the future, new rules, policies or regulations or changes in
the interpretation or application of existing laws, rules, policies or regulations, compliance with which
could increase our costs or result in loss of revenue.

The Coast Guard's new maritime security regulations, issued pursuant to the Maritime
Transportation Security Act of 2002 (“MTSA”), require us to operate our vessels and facilities pursuant
to both the maritime security regulations and approved security plans. Our vessels and facilities are
subject to periodic security compliance verification examinations by the Coast Guard. A failure to
operate in accordance with the maritime security regulations or the approved security plans may result
in the imposition of a fine or control and compliance measures, including the suspension or revocation
of the security plan, thereby making the vessel or facility ineligible to operate. We are also required to
audit these security plans on an annual basis and, if necessary, submit amendments to the Coast
Guard for its review and approval. Failure to timely submit the necessary amendments may lead to the
imposition of the fines and control and compliance measures mentioned above. Failure to meet the
requirements of the maritime security regulations could have a material adverse effect on our results of
operations. The Transportation Security Administration and the Coast Guard have begun
implementation of Phase | of the so-called Transportation Worker Identification Credential (“TWIC™)
program. Phase | of the TWIC program established minimum standards for the issuance of biometric
identification cards to all individuals who require unescorted access to secure areas of port facilities or
to vessels requlated under MTSA. Phase Il of the TWIC program, for which approval is anticipated to
occur during 2007, will propose additional access control requirements and the use of electronic
readers. The costs of implementing Phase |l of the TWIC program could be substantial and therefore
could adversely affect our results of operations.

DHS may adopt additional security-related regulations, including new requirements for screening
of cargo and our reimbursement to the agency for the cost of security services. These new security-
related regulations could have an adverse impact on our ability to efficiently process cargo or could
increase our costs. In particular, our customers typically need quick shipping of their cargos and rely on
our on-time shipping capabilities. If these regulations disrupt or impede the timing of our shipments, we
may fail to meet the needs of our customers, or may increase expenses to do so.

Increased inspection procedures and tighter import and export controls could increase costs
and disrupt our business. .

Domestic and international container shipping is subject to various security and customs
inspection and related procedures, referred to herein as inspection procedures, in countries of origin
and destination as well as in countries in which transshipment points are located. Inspection
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procedures can result in the seizure of containers or their contents, delays in the loading, offloading,
transshipment or delivery of containers and the levying of customs duties, fines or other penalties
against exporters or importers (and, in some cases, shipping and logistics companies such as us).
Failure to comply with these procedures may result in the imposition of fines and/or the taking of
control or compliance measures by the applicable governmental agency, including the denial of entry
into U.S. waters.

We understand that, currently, only a small proportion of all containers delivered to the United
States are physically inspected by U.S., state or local authorities prior to delivery to their destinations.
The U.S. government, foreign governments, international organizations, and industry associations
have been considering ways to improve and expand inspection procedures. There are numerous
proposals to enhance the existing inspection procedures, which if implemented would likely affect
shipping and logistics companies such as us. Such changes could impose additional financial and legal
obligations on us, including additional responsibility for physically inspecting and recording the contents
of containers we are shipping. In addition, changes to inspection procedures could impose additional
costs and obligations on our customers and may, in certain cases, render the shipment of certain types
of cargo by container uneconomical or impractical. Any such changes or developments may have a
material adverse effect on our business, financial condition and results of operations.

Restrictions on foreign ownership of our vessels could limit our ability to sell off any portion
of our business or result in the forfeiture of our vessels.

Under the Jones Act, all vessels transporting cargo between U.S. ports must, subject to limited
exceptions, be built in the U.S., registered under the U.S. flag, manned by predominantly U.S. crews,
and owned and operated by U.S. organized companies that are controlled and 75% owned by U.S.
citizens. The Jones Act, therefore, restricts the foreign ownership interests in the entities that directly or
indirectly own the vessels which we operate in the non-contiguous Jones Act markets. If we were to
seel to sell any portion of our business that owns any of these vessels, we would have fewer potential
purchasers, since some potential purchasers might be unable or unwilling to satisfy the foreign
ownership restrictions described above. As a result, the sales price for that portion of our business may
not attain the amount that could be obtained in an unregulated market. Furthermore, at any point
Horizon Lines, LLC, our indirect wholly-owned subsidiary and principal operating subsidiary, ceases to
be controlled and 75% owned by U.S. citizens, we would become ineligible to operate in our current
markets and may bacome subject to penalties and risk forfeiture of our vessels,

No assurance can be given that our insurance costs will not escalate.

Our protection and indemnity insurance (“P&I") is provided by a mutual P&I ¢lub which is a
member of the International Group of P&I Clubs. As a mutual club, it relies on member premiums,
investment reserves and income, and reinsurance to manage liability risks on behalf of its members.
Increased investment losses, underwriting losses, or reinsurance costs could cause international
marine insurance clubs to substantially raise the cost of premiums, resulting not only in higher premium
costs but also higher levels of deductibles and self-insurance retentions.

Catastrophic losses and other liabilities could adversely affect our results of operations and
such losses and liability may be beyond insurance coverage.

The operation of any oceangoing vessel carries with it an inherent risk of catastrophic maritime
disaster, mechanical failure, collision, and loss of or damage to cargo. Also, in the course of the
operation of our vessels, marine disasters, such as oil spills and other environmental mishaps, cargo
loss or damage, and business interruption due to political or other developments, as wel!l as maritime
disasters not involving us, labor disputes, strikes and adverse weather conditions, could result in loss
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of revenue, liabilities or increased costs, personal injury, loss of life, severe damage to and destruction
of property and equipment, pollution or environmental damage and suspension of operations. Damage
arising from such occurrences may result in lawsuits asserting large claims.

Although we maintain insurance, including retentions and deductibles, at levels that we believe
are consistent with industry norms against the risks described above, including loss of life, there can be
no assurance that this insurance would be sufficient to cover the cost of damages suftered by us from
the occurrence of all of the risks described above or the loss of income resulting from one or more of
our vessels being removed from operation. We also cannot assure you that a claim will be paid or that
we will be able to obtain insurance at commercially reasonable rates in the future. Further, if we are
negligent or otherwise responsible in connection with any such event, our insurance may not cover our
claim.

In the event that any of the claims arising from any of the foregoing possible events were
assessed against us, all of our assets could be subject to attachment and other judicial process.

As a result of the significant insurance losses incurred in the September 11, 2001 attack and
related concern regarding terrorist attacks, global insurance markets increased premiums and reduced
or restricted coverage for terrorist losses generally. Accordingly, premiums payable for terrorist
coverage have increased substantially and the level of terrorist coverage has been significantly
reduced.

Additionally, new and stricter environmental regutations have led to higher costs for insurance
covering environmental damage or pollution, and new regulations could lead to similar increases or
even make this type of insurance unavailable.

Our spare vessels reserved for relief may be inadequate under extreme circumstances.

We generally keep spare vessels in reserve available for relief if one of our vessels in active
service suffers a maritime disaster or must be unexpectedly removed from service for repairs.
However, these spare vessels may require several days of sailing before it can replace the other
vessel, resulting in service disruptions and loss of revenue. If more than one of our vessels in active
service suffers a maritime disaster or must be unexpectedly removed from service, we may have to
redeploy vessels from our other trade routes, or lease one or more vessels from third parties. As there
is a relatively limited supply of U.S.-built, U.S.-owned and U.S.-flagged container vessels available for
short- or long-term lease, especially on short notice, we may be unable to lease any such vessels or be
faced with prohibitively high lease rates. In any such case, we may suffer a material adverse effect on
our business, our operating results and our financial condition.

Interruption or failure of our information technology and communications systems couid
impair our ability to effectively provide our shipping and logistics services, especially HITS,
which could damage our reputation and harm our operating results.

Our provision of our shipping and logistics services depends on the continuing operation of our
information technology and communications systems, especially HITS. We have experienced brief
system failures in the past and may experience brief or substantial failures in the future. Any failure of
our systems could result in interruptions in our service reducing our revenue and profits and damaging
our brand. Some of our systems are not fully redundant, and our disaster recovery planning does not
account for all eventualities. The occurrence of a natural disaster, or other unanticipated problems at
our facilities at which we maintain and operate our systems could result in lengthy interruptions or
delays in our shipping and logistics services, especially HITS.
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Our vessels could be arrested by maritime claimants, which could result In significant loss of
earnings and cash flow.

Crew members, suppliers of goods and services to a vessel, shippers of cargo, lenders and other
parties may be entitled to a maritime lien against a vessel for unsatisfied debts, claims or damages. In
many jurisdictions, a claimant may enforce its lien by either arresting or attaching a vessel through
foreclosure proceedings. Moreover, crew members may place liens for unpaid wages that can include
significant statutory penalty wages if the unpaid wages remain overdue (e.g., double wages for every
day during which the unpaid wages remain overdue). The arrest or attachment of one or more of our
vessels could result in a significant loss of earnings and cash flow for the period during which the arrest
or attachment is continuing.

tn addition, international vessel arrest conventions and certain national jurisdictions allow
so-called sister-ship arrests, which allow the arrest of vessels that are within the same legal ownership
as the vessel which is subject to the ciaim or lien. Certain jurisdictions go further, permitting not oniy
the arrest of vessels within the same legal ownership, but also any associated vessel. In nations with
these laws, an association may be recognized when two vessels are owned by companies controlled
by the same party. Consequently, a claim may be asserted against us or any of our vessels for the
liability of one or more of the other vessels that we own.

We are susceptible to severe weather and natural disasters.

Qur operations are vulnerable to disruption as a result of weather and natural disasters such as
bad weather at sea, hurricanes, typhoons and earthquakes. Such events will interfere with our ability to
provide the on-time scheduled service our customers demand resulting in increased expenses and
potential loss of business associated with such events. In addition, severe weather and natural
disasters can result in interference with our terminal operations, and may cause serious damage to our
vessels, loss or damage to containers, cargo and other equipment and loss of life or physical injury to
our employees. Terminals in the South Pacific Ocean, particularly in Guam, and terminals on the east
coast of the continental U.S. and in the Caribbean are particularly susceptible to hurricanes and
typhoons. In the recent past, the terminal at our port in Guam was seriously damaged by a typhoon
and our terminal in Puerto Rico was seriously damaged by a hurricane. These storms resulted in
damage to cranes and other equipment and closure of these facilities. Earthquakes in Anchorage and
in Guam have also damaged our terminal facilities resulting in delay in terminal operations and
increased expenses. Any such damage will not be tully covered by insurance.

We may face new competitors.

Other established or start-up shipping operators may enter our markets to compete with us for
business.

Existing non-Jones Act qualified shipping operators whose container ships sail between ports in
Asia and the U.S. west coast could add Hawaii, Guam or Alaska as additional stops on their sailing
routes for non-U.S. originated or destined cargo. Shipping operators could also add Puerto Rico as a
new stop on sailings of their vessels between the continental U.S. and ports in Europe, the Caribbean,
and Latin America for non-U.S. originated or destined cargo. Further, shipping operators could
introduce U.S.-flagged vessels into service sailing between Guam and U.S. ports, including ports on
the U.S. west coast or in Hawaii. On these routes to and from Guam no limits would apply as to the
origin or destination of the cargo dropped off or picked up. In addition, current or new U.S. citizen
shipping operators may order the building of new vessels by U.S. shipyards and may introduce these
U.S.-built vessels into Jones Act qualified service on one or more of our trade routes. These potential
competitors may have access to financial resources substantially greater than our own. The entry of a

18




new competitor on any of our trade routes could result in a significant increase in available shipping
capacity that could have a material adverse effect on our business, financial condition, results of
operations and cash flows.

In early 2005, Pasha Hawaii Transport Lines, a joint venture between The Pasha Group, a
California-based automobile handling and logistics company, and Strong Vessel Operators LLC, a
Connecticut-based operator of a U.S.-flagged ship on a trade route between the U.S. east coast and
the Azores, began a Jones Act qualified shipping service between Hawaii and San Diego, utilizing one
roll-on/roll-off vessel. Pasha Hawaii has targeted newly manufactured vehicles, including Chrysler and
Honda vehicles for shipment from the U.S. west coast to Hawaii, privately-owned vehicles for shipment
between the U.S. west coast and Hawaii and larger, rolling-stock pieces, including tractors and military
vehicles and equipment for shipment between the U.S. west coast and Hawaii. Pasha Hawaii's service
has had some effect on us through the loss of some shipments of vehicles between the U.S. west
coast and Hawaii. We have also experienced downward rate pressure, resulting in eroding margins,
with respect to these types of vehicle shipments.

Delayed delivery or non-delivery of one or more of the new U.S.-flag container vessels or
default under the agreements relating to them may adversely affect our operations and
financial condition.

We have entered into a series of agreements with SFL with respect to our chartering of five new
U.5.-flag container vessels, three of which are currently under construction in the Republic of Korea.

If any of the new vessels are not constructed in accordance with their respective shipbuilding
contracts, such vessel{s) could be properly declined under the terms of our agreements with SFL and
we would be unable to charter such vessels.

If any of the new vessels are delivered later than contemplated under the shipbuilding contracts
either dus to construction delays or damage during construction, or if any of the new vessels is
damaged during construction such that the vessel is a total loss, the implementation of our plans to
phase the new vessels into our operations and to redeploy a number of our existing vessels would be
delayed or prevented. If the delivery of any of the new vessels is delayed beyond a certain date, the
commitment for the bank financing for SFL's purchase of the vessels will expire with respect to any
such vessel. In the absence of replacement financing, SFL wouid be unable to complete the purchase
of any such vessel.

If, as a result of construction cost overruns or changes to the new vessels requested by us, the
purchase price for any of the vessels exceeds the maximum allowable purchase price under our
agreements with SFL, it may be necessary for us to agree to cover the excess cost in order for us to
chaner the vessels.

if SFL were to default on its contractual obligations with the sellers of the new vessasls or the
financial institutions providing financing for SFL’s purchase of the vessels, including the requirement for
its equity portion of the purchase price of each vessel, or if those financial institutions were to default
on their contractual obligations to fund the purchases, we would be deprived of the use of such
vessels, and the implementation of our plans to phase such vessels into our operations and to
redeploy a number of our existing vessels on other routes would be hindered or prevented.

In the event we default under our agreements with SFL, we could be liable to SFL and its lenders
for losses resulting from our default. Such losses include reimbursement to SFL of its security deposits
of cash in the amount of $11.0 million and letters of credit in the amount of $17.0 million, which could
be forfeited to the sellers of the new vessels, interest rate swap breakage fees, and other actual
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damages arising from such a default. As collateral for our obligation to reimburse SFL in respect of its
letters of credit and interest rate swap breakage fees, as of December 24, 2006, we have provided SFL
with letters of credit in the aggregate amount of $20.1 millicn, which have been assigned to SFL's
lenders as collateral for its obligations to them. In the event of such a default, our letters of credit would
be subject to being drawn, thereby adversely aftecting our financial condition, and we could be liable
for the above-described additional damages.

Horizon Lines, LLC has entered into the bareboat charers for the five new vessels based on their
treatment as operating leases in order to comply with certain covenants in the senior credit facility
under which our indirect wholly owned subsidiaries Horizon Lines Holding and Horizon Lines, LLC are
borrowers. If the bareboat charters were to be deemed capital leases, such treatment may result in a
default under certain covenants in the senior credit facility unless waived by the lenders thereunder.

We may not exercise our purchase options for our chartered vessels.

We intend to exercise our purchase options for up to three of the vessels that we have chartered
upon the expiration of their charters in January 2015. in addition, we have not determined whether we
will exercise our scheduled purchase options for the five newly built U.S.-flag vessels that we have
agreed to charter. One of the new vessels began its charter during the fourth quarter of 2006 and the
remaining four new vessels are expected to begin during the first half of 2007. There can be no
assurance that, when these options for these eight vessels become exercisable, the price at which
these vessels may be purchased will be reasonable in light of the fair market value of these vessels at
such time or that we will have the funds required to make these purchases. As a result, we may not
exercise our options to purchase these vesssls. If we do not exercise our options, we may need to
renew our existing charters for these vessels or charter replacement vessels. Thare can be no
assurance that our existing charters will be renewed, or, if renewed, that they will be renewed at
favorable rates, or, if not renewed, that we will be able to charter replacement vessels at favorable
rates.

We may face significant costs as the vessels currently in our fleet age.

We believe that each of the vessels we currently operate has an estimated useful life of
approximately 45 years from the year it was built. As of the date hereof, the average age of the vessels
is approximately 31 years. We expect to incur increasing costs to operate and maintain the vessels in
good condition as they age. Eventually, these vessels will need to be replaced. While we have already
agreed to charter five newly built U.S.-flag vessels, one of which began during the fourth quarter of
2006 and the other four are expected to begin during the first half of 2007, we may not be able to
replace all of our existing vessels with new vessels based on uncertainties related to financing, timing
and shipyard availability.

We may face unexpected substantial drydocking costs for our vessels.

Our vessels are drydocked periodically to comply with regulatory requirements and to affect
maintenance and repairs, if necessary. The cost of such repairs at each drydocking are difficult to
predict with certainty and can be substantial. Our established processes have enabled us to make on
average six drydockings per year over the last five years with a minimal impact on schedule. Due to
the timing of previous drydockings, we anticipate that we will make nine drydockings during 2007. In
addition, our vessels may have to be drydocked in the event of accidents or other unforeseen damage.
Our insurance may not cover all of these costs. Large unpredictable repair and drydocking expenses
could significantly decrease our profits.

Loss of our key management personnel could adversely affect our business.

Our future success will depend, in significant part, upon the continued services of Charles
G. Raymond, our Chairman of the Board, President and Chief Executive Officer, John W. Handy, our
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Executive Vice President, John V. Keenan, our Senior Vice President and Chief Transportation Officer,
M. Mark Urbania, our Senior Vice President—Finance and Administration and Chief Financial Officer
and Brian W. Taylor, Senior Vice President, Sales and Marketing, of Horizon Lines, LLC. The loss of
the services of any of these executive officers could adversely affect our future operating results
because of their experience and knowledge of our business and customer relationships. If key
employees depart, we may have to incur significant costs to replace them and our ability to execute our
business model could be impaired if we cannot replace them in a timely manner. We do not expect to
maintain key person insurance on any of our executive officers.

We are subject to, and may in the future be subject to, disputes, or legal or other
proceedings, that could have a material adverse effect on us.

The nature of our business exposes us to the potential for disputes, or legal or other proceedings,
from time to time relating to labor and employment matters, personal injury and property damage,
environmental matters and cther matters, as discussed in the other risk factors disclosed in this
prospectus. In addition, as a common carrier, our tariffs, rates, rules and practices in dealing with our
customers are governed by extensive and complex foreign, federal, state and local regulations which
are the subject of disputes or administrative and/or judicial proceedings from time to time. These
disputes, individually or collectively, could harm our business by distracting our management from the
operaticn of our business. If these disputes develop into proceedings, these proceedings, individually
or collectively, could involve significant expenditures by us or result in significant changes to our tariffs,
rates, rules and practices in dealing with our customers that could have a material adverse effect on
our future revenue and profitability.

We are currently subject to two actions before the Surface Transportation Board (“STB"). The first
action, brought by the Government of Guam in 1998 on behalf of itself and its citizens against Horizon
Lines, LLC and Matson Navigation Co., seeks a ruling from the STB that Horizon Lines’ Guam shipping
rates during 1996-1998 were “unreasonable” under the ICC Termination Act of 1995, and an order
awarding reparations to Guam and its citizens. The STB will address this matter in three phases and is
currently conducting the second phase. The second action, brought by DHX, Inc., a freight forwarder,
in 1999 against Horizon Lines, LLC and Matson, challenges the reasonableness of certain rates and
practices of the defendants in the Hawaii trade. DHX is seeking $11.0 million in damages. An adverss
decision in either of these actions could also affect the rates that Horizon Lines, LLC would be
permitted to charge on its routes and could have a material adverse effect an our future revenue and
profitability. No assurance can be given that the final decision of the STB with respect to either action
will be favorable to us. For additional information concerning the two actions before the STB, see
“ltem 3.—Legal Proceedings,” beginning on page 28 of this Ferm 10-K.

Integrating acquisitions may be time-consuming and create costs that could reduce our net
income and cash flows.

Part of our growth strategy may include pursuing acquisitions. Any integration process may be
complex and time-consuming, may be disruptive to our business and may cause an interruption of, or a
distraction of our management's attention from our business as a result of a number of obstacles,
including but not limited to:

+ the loss of key customers of the acquired company;
- the incurrence of unexpected expenses and working capital requirements;
« a failure of our due diligence process to identify significant issues or contingencies;

- difficulties assimilating the operations and personnel of the acquired company;

21



« difficulties effectively integrating the acquired technologies with our current technologies;
= our inability to retain key personnel of acquired entities;
+ a failure to maintain the quality of customer service;

= our inability to achieve the financial and strategic goals for the acquired and combined
businesses; and

- difficulty in maintaining internal controts, procedures and policies.

Any of the foregoing obstacles, or a combination of them, could negatively impact our net income
and cash flows.

We have not completed any acquisitions to date. We may not be able to consummate
acquisitions in the future on terms acceptable to us, or at all. In addition, future acquisitions are
accompanied by the risk that the obligations and liabilities of an acquired company may not be
adequately reflected in the historical financial statements of that company and the risk that those
historical financial statements may be based on assumptions which are incorrect or inconsistent with
our assumptions or approach to accounting policies. Any of such obligations, liabilities or incorrect or
inconsistent assumptions could adversely impact our results of operations.

We may not realize the expected benefits of our Horizon Edge initiative.

The Horizon Edge team will develop and implement a program over the next two and a half
years, with the combined goals of reducing operating costs and enhancing customer focus and service
efficiency. With the assistance of outside advisors, we are targeting improvements in maintenance
management, marine productivity, supply chain management and information technology. In
connection to our agreements with outside advisors, we will incur costs to develop and implement this
program. There can be no assurance that we will realize the anticipated cost savings related to this
initiative.

We may be exposed to potential risks resulting from new requirements that we evaluate our
internal controls over financial reporting under Section 404 of the Sarbanes-Oxley Act.

Section 404 of the Sarbanes-Oxley Act requires that publicly reporting companies cause their
managements to perform annual assessments of the effectiveness of their internal controls over
financial reporting and their independent auditors to prepare reports that address such assessments.
Woe are required to satisfy the requirements of Section 404 for the fiscal year ended December 24,
2006. Although we have satisfied the requirements of Section 404 for the year ended December 24,
2006, if we fail to maintain the adequacy of our internat controls, we may not be able to conclude on an
ongoing basis that we have effective internal control over financial reporting in accordance with
Section 404 of the Sarbanes-Oxley Act. Moreover, effective internal controts, particularly those related
to revenue recognition, are necessary for us to produce reliable financial reports and are important to
helping prevent financial fraud. If we cannot provide reliable financial reports or prevent fraud, our
business and operating results could be harmed, investors could lose confidence in our reported
financial information and the trading price of our common stock could drop significantly. Any failure to
comply with the Sarbanes-Oxley Act could make it more difficult and more expensive for us to obtain
director and officer liability insurance, and also make it more difficult for us to attract and retain
qualified individuals to serve on our boards of directors {and, particularly, our audit committee), or to
serve as executive officers.
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Our cash flows and capital resources may be insufficient to make required payments on our
substantial indebtedness and future indebtedness.

As of December 24, 2006, on a consolidated basis, we had (i) approximately $510.8 million of
outstanding long-term debt {(exclusive of cutstanding letters of credit with an aggregate face amount of
$26.6 million), including capital lease obligations, (i} approximately $226.0 million of aggregate trade
payables, accrued liabilities and other balance sheet liabilities (other than the tong-term debt referred
to above) and (iii) a debt-to-equity ratio of approximately 2.5:1.0.

Because we have substantial debt, we require significant amounts of cash to fund our debt
service obligations. Our ability to generate cash to meet scheduled payments or to refinance our
obligations with respect to our debt depends on our financial and operating performance which, in turn,
is subject to prevailing economic and competitive conditions and to the following financial and business
factors, some of which may be beyond our control:

= operating difficulties;

* increased operating costs;

« increased fuel costs;

= general economic conditions;

» decreased demand for our services;
» market cyclicality;

« tariff rates;

+ prices for our services;

« the actions of competitors;

» regulatory developments; and

+ delays in implementing strategic projects.

If our cash flow and capital resources are insufficient to fund our debt service obligations, we
could face substantial liquidity problems and might be forced to reduce or delay capital expenditures,
dispose of material assets or operations, seek to obtain additional equity capital, or restructure or
refinance our indebtedness. Such alternative measures may not be successful and may not permit us
to meet our scheduled debt service obligations. In particular, in the event that we are required to
dispose of material assets or operations to meet our debt service obligations, we cannot be sure as to
the timing of such dispositions or the proceeds that we would realize therefrom. The value realized
from such dispositions will depend on market conditions and the availability of buyers, and,
consequently, any such disposition may not, among other things, result in sufficient cash proceeds to
repay our indebtedness. Also, the senior credit facility and the indentures govemning the 9% senior
nates due 2012 co-issued by Horizon Lines Heolding and Horizon Lines and guaranteed by their
respective subsidiaries, referred to herein as the 9% senior notes, and the 11% senior discount notes
due 2013 issued by H-Lines Finance, referred to herein as the 11% senior discount notes, contain
covenants that may limit our ability to dispose of material assets or operations or to restructure or
refinance our indebtedness. Further, we cannot provide assurance that we will be able to restructure or
refinance any of our indebtedness or obtain additional financing, given the uncertainty of prevailing
market conditions from time to time, our high levels of indebtedness and the various debt incurrence
restrictions imposed by the senior credit facility and the indentures for the 9% senior notes and the
11% senior discount notes. If we are able to restructure or refinance our indebtedness or obtain
additional financing, the economic terms on which such indebtedness is restructured, refinanced or
obtained may not be favorable to us.
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We may incur substantial indebtedness in the future. The terms of the senior credit facility and the
indentures governing the 9% senior notes and the 11% senior discount notes permit us to incur or
guarantee additional indebtedness under certain circumstances. As of December 24, 2006, our wholly-
owned indirect subsidiaries Horizon Lines Holding and Horizon Lines, LLC had approximately
$48.4 million of additional borrowing availability under the revolving credit facility, subject to compliance
with the financial and other covenants and the other terms set forth therein. In addition, our senior
credit facility allows for additional term loan borrowing availability of up to $75.0 million if certain
covenants are met. Our incurrence of additional indebtedness would intensify the risk that our future
cash flow and capital resources may not be sufficient for payments of interest on and principal of our
substantial indebtedness.

Financial and other covenants under our current and future indebtedness could significantly
impair our ability to operate our business.

The senior credit facility contains covenants that, among other things, restrict the ability of
Horizon Lines Holding and its subsidiaries to:

« dispose of assets;

« incur additional indebtedness, including guarantees;

« prepay other indebtedness or amend other debt instruments;
« pay dividends or make investments, loans or advances,

« create liens on assets;

+ enter into sale and lease-back transactions;

« engage in mergers, acquisitions or consolidations;

« change the business conducted by them; and

* engage in transactions with affiliates.

In addition, under the senior credit facility, Horizon Lines Holding and its subsidiaries are required
to comply with financial covenants, comprised of leverage and interest coverage ratio requirements.
Their ability to comply with these covenants will depend on their ongoing financial and operating
performance, which in turn will be subject to economic conditions and to financial, market and
competitive factors, many of which are beyond their control, and will be substantially dependent on our
financial and operating performance which, in turn, is subject to prevailing economic and competitive
conditions and to various financial and business factors, including those discussed in the other risk
factors disclosed in this prospectus, some of which may be heyand our ¢control.

Under the senior credit facility, Horizon Lines, LLC and Horizon Lines Holding are required,
subject to certain exceptions, to make mandatory prepayments of amounts under the senior credit
facility with all or a portion of the net proceeds of certain asset sales and events of loss, certain debt
issuances, certain equity issuances and a portion of their excess cash flow. Our circumstances at the
time of any such prepayment, particularly our liquidity and ability to access funds, cannot be
anticipated at this time. Any such prepayment could, therefore, have a material adverse effect on us.
Mandatory prepayments are first applied to the cutstanding term Igans and, after all of the term loans
are paid in full, then applied to reduce the loans under the revolving credit facility with corresponding
reductions in revolving credit facility commitments.

The indentures that govern the 9% senior notes and the 11% senior discount notes also contain
restrictive covenants that, among other things, limit the ahility of Horizon Lines Holding and its
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subsidiaries, in the case of the 9% senior notes, and our direct wholly owned subsidiary H-Lines
Finance, in the case of the 11% senior discount notes, to:

= incur more debt;

+ pay dividends, redeem stock or make other distributions;
» make investments;

= create liens;

+ transfer or sell assets;

» merge or consolidate; and

= enter into transactions with our affiliates.

The senior credit facility and the indentures that govern the 9% senior notes and the 11%
senior discount notes contain cross-default provisions that may result in nearly all of our
indebtedness coming due simultaneously.

The breach of any of the covenants or restrictions contained in the senior credit facility could
result in a default under the indenture governing the 9% senior notes that would permit the noteholders
thereunder to declare all amounts outstanding under such indenture to be due and payable, together
with accrued and unpaid interest, resulting in the acceleration of the amounts outstanding under the
sanior credit facility as well. Similarly, the breach of any of the covenants or restrictions contained in
the indenture governing the 8% senior notes would permit the lenders under the senior credit facility to
declare all amounts outstanding under such facility to be due and payable, together with accrued and
unpaid interest, resulting in the acceleration of the amounts outstanding under such indenture. In the
event of a breach of any of the covenants or restrictions contained in the senior credit facility or the
indenture governing the 9% senior notes, the noteholders under the indenture governing the 11%
senior discount notes would be permitted to declare all amounts outstanding under such indenture to
be due and payable. If the indebtedness under the senior credit facility and the indentures governing
the 8% senior notes and the 11% senior discount notes were all to be accelerated, the aggregate
amount of indebtedness immediately due and payable as of December 24, 2006 would have been
approximately $506.0 miilion. We do not have sufficient liquidity to repay this amount if all of such
indebtedness were to be accelerated, and we may not have sufficient liquidity in the future and may not
be able to borrow money from other lenders to enable us to refinance all of such indebtedness.

Our substantial indebtedness and future indebtedness could significantly impair our
operating and financial condition.

The required payments on our substantial indebtedness and future indebtedness, as well as the
restrictive covenants contained in the senior credit facility and the indentures governing the 9% senior
notes and the 11% senior discount notes, could significantly impair our operating and financial
condition. For example, these required payments and restrictive covenants could:

« make it difficult for us to satisfy our debt obligations;
« make us more vulnerable to general adverse economic and industry conditions;

« limit our ability to obtain additional financing for working capital, capital expenditures,
acquisitions and other general corporate requirements;

« expose us to interest rate fluctuations because the interest rate on the debt under our revolving
credit facility is variable;
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+ require us to dedicate a substantial portion of our cash flow from operations to payments on our
debt, thereby reducing the availability of our cash flow for operations and other purposes;

+ limit our flexibility in planning for, or reacting to, changes in our business and the industry in
which we operate; and

+ place us at a competitive disadvantage compared to competitors that may have proportionately
less debt.

We may incur substantial indebtedness in the future. Qur incurrence of additional indebtedness
would intensify the risks described above.

The senior credit facility exposes us to the variability of interest rates.

Our subsidiaries, Horizon Lines Holding and Horizon Lines, LLC, have outstanding a
$219.4 million term loan, which bears interest at variable rates. Horizon Lines Holding and Horizon
Lines also have a revolving credit facility which provides for borrowings of up to $75.0 million, which
bears variable interest rates. The interest rates applicable to the senior credit facility vary with the
prevailing corporate base rate offered by the administrative agent under the senior credit facility or with
LIBOR. If these rates were to increase significantly, our ability to borrow additional funds may be
reduced and the risks related to our substantial indebtedness would intensify. Each quarter point
change in interest rates would result in a $0.5 million change in annual interest expense on the term
loan. Accordingly, a significant rise in interest rates would adversely affect our financial results.

Change in tax laws or the interpretation thereof, adverse tax audits and other tax matters
related to our tonnage tax election or such tax may adversely affect our future results.

During 2006, after evaluating the merits and requirements of the tonnage tax, we elected the
application of the tonnage tax instead of the federal corporate income tax on income from our
qualifying shipping activities. Changes in tax laws or the interpretation thereof, adverse tax audits, and
other tax matters related to such tax election or such tax may adversely affect our future resuits.

It non-U.8. citizens own more than 19.9% of our stock, we may not have the funds or the
ability to redeem any excess shares and we could be forced to suspend our Jones Act
operations.

Our certificate of incorporation contains provisions voiding transfers of shares of any class or
series of our capital stock that would result in non-U.S. citizens, in the aggregate, owning in excess of
19.9% of the shares of such class or series. In the event that this transfer restriction would be
ineffective, our certificate of incorporation provides for the automatic transfer of such excess shares to
a trust specified therein. These trust provisions also apply to excess shares that would result from a
change in the status of a record or beneficial owner of shares of our capital stock from a U.S. citizen to
a non-U.S. citizen. In the event that these trust transfer provisions would also be ineffective, our
certificate of incorporation permits us to redeem such excess shares. However, we may not be able to
redeem such excess shares because our operations may not have generated sufficient excess cash
flow to fund such a redemption. If such a situation occurs, there is no guarantee that we will be able to
obtain the funds necessary to effect such a redemption on terms satisfactory to us or at all. The senior
credit facility permits upstream payments from our subsidiaries, subject to exceptions, to the Company
to fund redemptions of excess shares. However, the terms of the indentures of our subsidiaries
governing the 9% senior notes and the 11% senior discount notes contain limitations on upstream
payments which provide no specific exceptions to fund such redemptions of excess shares and any
future indebtedness of our subsidiaries may contain similar limitations.
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It, for any of the foregoing reasons or otherwise, we are unable to effect such a redemption when
such ownership of shares by non-U.S. citizens is in excess of 25.0% of such class or series, or
otherwise prevent non-U.S. citizens in the aggregate from owning shares in excess of 25.0% of any
such class or series, or fail to exercise our redemption right because we are unaware that such
ownership exceeds such percentage, we will likely be unable to comply with applicable maritime laws.
if all of the citizenship-related safeguards in our certificate of incorporation fail at a time when
ownership of shares of any class or series of our stock is in excess of 25.0% of such class or series,
we will likely be required to suspend our Jones Act operations. Any such actions by governmental
authorities would have a severely detrimental impact on our resuits of operations.

We may not have the necessary funds to pay dividends on our common stock or we may
elect not to pay dividends on our common stock.

We require continuing, significant cash flow in order for us to make payments of regular dividends
to our stockholders. However, we have no operations of our own and have derived, and will continue to
derive, all of our revenues and cash flow from our subsidiaries. Our subsidiaries are separate and
distinct legal entities and have no obligation, contingent or otherwise, to make funds available to us.
They may not have sufficient funds or assets to permit payments to us in amounts sufficient to fund
future dividend payments. Also, our subsidiaries are subject to contractual restrictions (including with
their secured and unsecured creditors) that may limit their ability to upstream cash indirectly or directly
to us. The senior credit facility under which two of our wholly owned indirect subsidiaries, Horizon Lines
Holding and Horizon Lines are co-borrowers and their respective subsidiaries are guarantors, currently
prohibits upstream payments to our direct wholly owned subsidiary H-Lines Finance, the direct parent
of Horizon Lines Holding, if an event of default has occurred and is continuing, or would occur as a
result of such upstream payments or if certain other conditions are not satisfied. In addition, the
indenture governing the 9% senior notes co-issued by Horizon Lines Holding and Horizon Lines, and
guaranteed by their respective subsidiaries, generally prohibits the upstreaming of funds by these
co-issuers or their subsidiaries to H-Lines Finance, unless certain financial and other covenants
specified therein are complied with after giving effect to such payment. The indenture governing the
11% senior discount notes issued by H-Lines Finance contains similar restrictions on the ability of
H-Lines Finance to upstream to us any cash that it may receive or generate. Thus, there is a significant
risk that we may not have the requisite funds to make regular dividend payments in the future. In
addition, we may elect not to pay dividends as a substantial portion of our future earnings will be
utilized to make payments of principal and interest on our indebtedness and to fund the development
and growth of our business.

Item 1B. Unresolved Staff Comments

None
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ltem 2. Properties

We lease all of our facilities, including our terminal and office facilities located at each of the ports
upon which our vessels call as well as our central sales and administrative offices and regional sales
offices. The following table sets forth the locations, descriptions, and square footage of our significant

facilities as of December 24, 2006:

w Description of Facility

Anchorage, Alaska Stevedoring building and various terminal and related property
Atlanta, Georgia Regional sales office

Charlotte, North Carolina Corporate headquarters

Chicago, Illinois Regional sales office

Dallas, Texas Operations center

Dedeo, Guam Terminal and related property

Dominican Republic Operations office

Dutch Harbor, Alaska Office and various terminal and related property
Elizabeth, New Jersey Terminal supervision and sales office

Honolulu, Hawaii Terminai property

Houston, Texas Terminal supervision and sales office
Jacksonville, Florida Terminal supervision and sales office
Kenilworth, New Jersey  Ocean shipping services office

Kodiak, Alaska Office and various terminal and related property
Long Beach, California Terminal supervision office

Qakland, California Office and various terminal and related property
Piti, Guam Office and various terminal and related property
Renton, Washington Regional sales office

San Juan, Puerto Rico Office and various terminal and related property
Tacoma, Washington Office and various terminal and related property

Square

Footage(!)

1,356,248
911
28,900
1,533
42,511
108,425
1,500
723,641
4,994
29,108@
497
4,628
12,110
265,232
843,307
279,131
24,837
9,010
3,521,102
794,314

0 Square footage for marine terminal facilities excludes common use areas used by other terminal

customers and us.

@ Excludes 1,647,952 square feet of terminal property which we have the option to use and pay for

on an as-needed basis.

{tem 3. Legal Proceedings

In the ordinary course of business, from time to time, the Company and its subsidiaries become
involved in various legal proceedings. These relate primarily to claims for loss or damage to cargo,
employees’ personal injury claims, and claims for loss or damage to the person or property of third
parties. The Company and its subsidiaries generally maintain insurance, subject to customary
deductibles or self-retention amounts, and/or reserves to cover these types of claims. The Company
and its subsidiaries also, from time to time, become involved in routine employment-related disputes

and disputes with parties with which they have contracts.

There are two actions currently pending before the Surface Transportation Board (“STB")
involving Horizon Lines. The first action, brought by the Government of Guam in 1998 on behalf of
itself and its citizens against Horizon Lines and Matson Navigation Co. (“Matson”), seeks a ruling from
the STB that Horizon Lines’ Guam shipping rates, which are based on published tariff rates, during
1996-1998 were “unreasonable™ under the Interstate Commerce Commission Termination Act of 1995
(“ICCTA”"), and an order awarding reparations to Guam and its citizens. The STB is addressing this
matter in three phases. During the first phase, which has been completed, the STB reviewed the
allegations set forth in the complaints that were filed by the Government of Guam and dismissed
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certain complaints while allowing certain other complaints to be addressed in phase two. In phase two,
the STB was to determine the methodology by which it would determine “rate reasonableness” under
the ICCTA for the respondents’ rates during the relevant 1996-1998 time periods. By decision dated
February 2, 2007, the STB has now addressed that issue and has adopted the following methodology:

First, the STB will conduct a hearing on the issue of whether the US/Guam trade is a market
characterized by “Effective Competition”. At this hearing the burden of proof will be on Horizon
Lines and Matson. If the STB finds this market is sufficiently competitive to preclude a carrier
from exercising significant market power, it will dismiss the action brought by the Government of
Guam.

Second, if the action is not dismissed, the STB will hold a further hearing at which the
Government of Guam will have the burden of proof to determine if the rates of Horizon Lines
during 1996-1998 were “reasonable” using the STB's Constrained Market Pricing standards
found in its rail rate “Guidelines”.

Third, the STB ruled that it will apply the 7.5% zone of reasonableness statutory guidelines
to the base rates of Horizon Lines after 1996 to determine whether those rates are reasonable.

During the third phase, the STB will apply these standards to the rates in effect during 1996-1598.
If the STB determines that the rates charged by Horizon Lines during 1996-1998 were unreasonable,
the STB will issue an additional ruling to determine the persons entitled to damages and in what
amounts. No assurance can be given that the final decision with respect to this matter will be favorable
to us. An adverse ruling by the STB in this action could result in significant damages. We are unable to
quantify the amount of these damages. The business of Horizon Lines that provided marine container
shipping to and from Guam during 1996-1998 was, at the time, part of a larger business. During 1996-
1998, the Guam-related business of Horizon Lines was part of the business of Sea-Land Service, Inc.
(“Sea-Land”), which included transportation, logistics, and terminal services between and at ports in
Asia, Guam, Hawaii and the U.S. west coast. Separate financial statements were not prepared for the
operations of Sea-Land that related to marine container shipping to and from Guam. Accordingly, we
believe that the actual rates of return that were earned by Horizon Lines’ business with respect to
marine container shipments to and from Guam during 1996-1998 cannot be determined.
Consequently, the absence of such actual rates of return would preclude the calculation of a
reasonable rate of return based on the standard proposed by the Government of Guam in the pending
action. Even if each of these matters were determined adversely to Horizon Lines, we are unable at the
present time to determine how many citizens of Guam, on whose behalf the pending action has been
brought by the Government of Guam, paid such rates during 1996-1998, or the amounts of their
related claims, because the requisite discovery proceedings for that phase of the dispute have not yet
begun. Apart from potential damages, an adverse ruling by the STB could affect Horizon Lines’ current
and future rate structure for its Guam shipping by requiring it to reduce its current base tariff rates and
limit future rate increases to amounts determined to be within the “zone of reasonableness” as defined
in the ICCTA, as determined in such ruling. An adverse STB decision could also affect the rates that
Horizon Lines would be permitted to charge on its other routes where rates must be “reasonable”
under the ICCTA. We have not accrued a liability relating to this litigation because we do not believe
that an unfavorable outcome is probable nor can we reasonably estimate the Company’s exposure in
the event there is an unfavorable outcome.

The second action currently pending before the STB involving Horizon Lines, brought by DHX,
Inc. (“DHX") in 1999 against Horizon Lines and Matson, challenges the reasonableness of certain rates
and practices of Horizon Lines and Matson. DHX is a major freight forwarder in the domestic Hawaii
trade. Freight forwarders typically accept less than full container toads of cargo, consolidate these
loads into full container loads, and offer the full container load to the ocean carriers. Some freight
forwarders, including DHX, also solicit full container loads from shippers. Among other things, DHX
charged that Horizon Lines and Matson took actions that were intended to prevent all freight
forwarders in the Hawaii trade from competing with the carriers for the full container load business.
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DHX is seeking $11.0 million in damages. In addition to the award of damages, an adverse ruling could
affect Horizon Lines' current and future rate structure for its Hawaii shipping. An adverse STB decision
could also affect the rates that Horizon Lines would be permitted to charge on its other routes. On
December 13, 2004, the STB (i) dismissed all of the allegations of unlawful activity contained in DHX's
complaint; (ii) found that Horizon Lines met all of its tariff filing obligations; and (iii) reaffirmed the STB'’s
earlier holdings that the anti-discrimination provisions of the Interstate Commerce Act, which were
repealed by the ICCTA, are no longer applicable to our business. On June 13, 2005, the STB issued a
decision that denied DHX's motion for reconsideration and denied the alternative request by DHX for
clarification of the STB's December 13, 2004 decision. On August 5, 2005, DHX filed a Notice of
Appeal with the United States Court of Appeals for the Ninth Circuit challenging the STB’s order
dismissing its complaint. DHX filed an appellate brief on November 10, 2005. Horizon Lines submitted
its response to the DHX brief on January 25, 2006, and all parties are waiting for the court to schedule
oral argument. No assurance can be given that the final decision with respect to this matter will be
favorable to us. We have not accrued a liability relating to this litigation because we do not believe than
an urifavorable outcome is probable.

tem 4. Submission of Matters to a Vote of Security Holders

There were no matters submitted to a vote of security holders through the solicitation of proxies
or otherwise during the fourth quarter of fiscal 20086.
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Part il

Item 5. Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer
Purchases of Equity Securities

The Company's Common Stock is traded on the New York Stock Exchange under the ticker
symbol HRZ. As of February 5, 2007, there were approximately 7,868 holders of record of the
Common Stock.

% High Low Cash Dividend
FirstQuarer. . .........cooiiiiiiiiiiiieririnnnns $13.12 $12.13 $0.11
SecondQuaner. .........coiv i $15.89 $12.54 $0.11
Third QUAREr. . . ..ot r e $16.57 $14.50 $0.11
FouthQuaner. .........cov v eeiaens $30.27 $15.66 $0.11
2005 . High Low Cash Dlvidend
Fourth QUarter. .. ... e e $12.99 $10.00 $0.11

On January 30, 2007, our Board of Directors declared a quarterly cash dividend of $0.11 per
share for our common stock, which is payable on March 15, 2007 to holders of record at the close of
business on March 1, 2007. We regularly pay quarterly dividends as set forth in the table above. We
currently expect that comparable cash dividends will continue to be paid in the future although we have
no commitment to do so.

During the fourth quarter of 2006, there were no purchases of shares of the Company’s common

stock, by or on behalf of the Company or any “affiliated purchaser” as defined by Rule 10b-18(a)(3) of
the Securities Exchange Act of 1934.
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Total Return Comparison Graph

The below graph compares the cumulative total shareholder return of the public common stock of
Horizon Lines, Inc. to the cumulative total returns of the Dow Jones U.S. Industrial Transportation
Index and the S&P 500 Index for the Company's fiscal quarters in which its stock has been publicly
traded. Cumulative total returns assume reinvestment of dividends.

Comparison of Cumulative Total Return by Fiscal Quarter*

) va
./

150

Dollars

100 < —

9/27/08 12/25/05 3/26/06 6/25/06 9/24/06 12/24/06

—&—Horizon Lines, Inc.
—e— Dow Jones U.S. Industrial Transportation Index

—&— S&P 500 Index

Notwithstanding anything to the contrary set forth in any of our filings under the Securities Act of
1833, as amended, or the Securities Exchange Act of 1934, as amended, that might incorporate other
filings with the Securities and Exchange Commission, including this annual report on Form 10-K, in
whole or in pant, the Total Return Comparison Graph shall not be deemed incorporated by reference
into any such filings.

* Comparison graph is based upon $100 invested in the given average or index at the close of trading
on September 26, 2005 and $100 invested in the Company’s stock by the opening bell on
September 27, 2005, as well as the reinvestment of dividends.

9/27/2005 12/25/2005 3/26/2006 6/25/2006 9/24/2006 12/24/2006

Horizon Lines, Inc. .................. 100.00 125.90 13250 162.20 15940 281.50
Dow Jones U.S. Industrial

Transportation Index. .............. 100.00 118.30 128.37 131.39 117.33 122.52
S&PS500Index................... ... 100.00 104.36 107.18 102.37 108.16 116.05
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Item 6. Selected Financial Data

The five year selected financial data below should be read in conjunction with “Management’s
Discussion and Analysis of Financial Condition and Results of Operations,” beginning on page 38 of
this Form 10-K, and our consolidated and combined financial statements and the related notes
appearing in Item 15 of this Form 10-K.

The Company was formed in connection with the Acquisition-Related Transactions and has no
independent operations. All combined and consolidated financial data for the period (or any portion
thereof) from December 24, 2001 through February 26, 2003 reflect the combined company CSX
Lines, LLC and its wholly owned subsidiaries, CSX Lines of Puerto Rico, Inc., and the domestic liner
business of SL Service, Inc. (formerly known as Sea-Land Service, inc.), all of which were stand-alone
wholly owned entities of CSX Corporation (“Predecessor B"). All combined and consolidated financial
data for the period (or any portion thereof) from February 27, 2003 through July 6, 2004 reflect Horizon
Lines Holding on a consolidated basis (‘Predecessor A"). All combined and consolidated financial data
for the periods (or any portion thereof) from July 7, 2004 through December 24, 2006 reflect the
Company on a consolidated basis.

We have a 52- or 53-week fiscal year (every sixth or seventh year) that ends on the Sunday
before the last Friday in December. The fiscal year ended December 22, 2002, the twelve months
ended December 21, 2003, and the years ended December 25, 2005 and December 24, 2006 each
consisted of 52 weeks. The twelve months ended December 26, 2004 consisted of 53 weeks.

Certain prior period balances have been reclassified to conform with the current period
presentation.

33



"PeBINd[ED UBeQ sBY eaeys Jed (S50|) eWwodul OU SNYL PUB ‘JuawiseAul 18U sjuased jo peisisuos Ainbe sJsumo ‘toud pue g00g ‘92 Aeruga pepua spoued Jod ,

— —_ — 10 $ #r0 ¢ oo " " 9IRS UOWIWOD
18d paieoep spuspng
069 $ oLyl $ " pelepep spuspiad
M . g08'9.8 gel'068 2eL'sgs’'st 95.'18E°22 LWE'ZLL'EE Tt pen|ig
. . 000'008 000'008 Z2L's8s'sL 161'9/E'E2 geg'igg'’ee T Jlsed
:suojenaes
Ul pasn SaJBYS JO JOQWNN
. . 561 § v68 ¢ (00 $ {(so'1) $ P12 § e pemiiq
. . sy'tz ¢ S66 $ {£0'0) $ {(so1) $ 912 $ o e oiseq
'SIBPJOYYI0]S UOLILLIOD
o} g|qexjdde aieys
16d ($50]) aWwooul BN
162'12 {6+0'2) Z9L°LL cLL'sE 1962 {g51°1) S08'9 (v6g'ce) V1w 7 ** 819p|owpio0ls
uownuog o} sjqeandde
{ss0)) swioow) 1oN
_ _ _ _ _ 96.'9 9c62'g €10's T ¥ools
peuaje.d JO uoyeaYy
16212 6v02) F: A €L1'SL 19B'2 009's L9s'el {1zes) £8€'2L (ss0]} awaoat 19N
20L'EL {(196) 8504 5196 968'Y £¥s'e 6EV'8 BEY {geg'sx) ipyosuadxa
(1yeusq) xe) aLuoou|
806'L L2y 966°C1 LIV'EL 172 oLL'e £95'68 £SE'LS 255'8p ‘' @0 'asuadxs jsalely)|
8OV L€ {(1es'2) veL'OF £12'8¢ 199'02 826°0¢ 68515 ¥59'of Lig'sg Tt (ss0))
awoeou) Bugesedp
yer'+08% Lir'eeLs L98'LpIS 8.6'G89% 0ev'86ve gee’ler $ 82£'086% 951'g80'L $  2eB'9St'L § enuaasl funeredo
‘gjeq suopesedQ
jo juawaIms
(siunowe aiseys Jad pue (siunowe aieys Jad (siunowe sueys Jod
aieys 1deoxa ‘spuzsnoy) u)) pue sJeys daoxe ‘spussnoy uj) pue aseys ydaosxe ‘spuesnoy; uj)
2002 €002 €002 €002 002 00z 002 (15002 900z
‘7T lequieceq ‘gz Aseniged | ‘Lz jaquieseg ‘1z sequiedsg ‘g Anp ‘9z 1BQWIBDAQ ‘g7 JBQUIADa ‘ST 18GWEdaQ ‘pE Jequedad
pepuziesjp ybBnoay) zooz | ybnosyy €002 papue yBnouyr £002 yBnouyy pepu3g pPopug Jeap  papu3y Jedj
‘eZ 1equedaq | ‘sz Aenigey SYUOW BAjBML ‘Zg Jequwiadeqd | 00z ‘Z AINP  Syjuop aAjeM]
woyy polad WoJu polag Wolj pojiad wol) popad
g Jossadepald v l088000peid *au| ‘SOU|T UOZIOH

:SMO||0} SE SI BJe( [BIDUBUIY PBJI8|eS

34




Horizon Lines, Inc. Predecessor A | Predecessor B
December 24, December 25, December 26, | Decomber 21, December 22,
2006 2005 2004 2003 2002
{in thousands) {in thousands) | (in thousands)
Balance Sheet Data:
Cash and cash equivalents ............. $ 93,949 $ 41,450 $ 56,766 $ 41,811 $40,342
Workingcapital ... 97,563 67,111 67,252 46,192 25,301
Totalassets . ......coviiiiiiiiiinian, 945,029 927,319 937,792 492,554 321,129
Long-term debt, including capital lease
cobligations, net of current portion®} . ... 503,850 527,905 610,201 165,417 —
Total debt, including capitai lease
obligations ............ciia e 510,788 530,575 612,862 165,570 —
Series A redeemable preferred stock® .. — — 56,708 - —_
Stockholders' equity. . .................. 208,277 151,760 25,608 96,860 113,985
Horizon Lines, Inc. Predecessor A Predecessor B
Period Perlod Perlod Period
from from from from
Twelve July 7, Dec. 22, Twelve Feb. 27, | Dec. 23,
Year Year Months 2004 2003 Months 2003 2002 Year
Ended Ended Ended through | through Ended through | through Ended
Dec. 24, Dec.25, Dec.26, Dec. 26, July 6, Dec. 21, Dec. 21, | Feb. 26, Dec. 22,
2006 2005 2004 2004 2004 2003 2003 2003 2002
{(in thousands) (in thousands) (in thousands)
Other Financial Data:
EBITDA® ............. $160,452 $100,381 $ 112,998 $ 62,664 [$50,334 § 84442 § 80757(% 3,685 $70,331
Capital expenditures®.. 21,288 41,234 32,889 11,060 | 21,889 35,150 16,680 | 18,470 19,298
Vesset drydocking
payments............ 16,815 16,038 12,273 2,075 10,198 16,536 12,029 4,507 15,905
Cash flows provided by
{used in).
Operating
activities ........ 115,524 76,376 69,869 72,797 (2,928) 44,048 81,375 | (37,327) (1,840)
investing
activities®® . ., (19,340) (38,817) (694,563) (673,923)! (20,640) (350,666) (332,196)] (18,470} (4,905}
Financing
activitiest™ . ... (43,685) (52,875) 657,805 657,892 (87) 305,687 289,720 15967 —
Ratio of eamings to fixed
charges® ........... 1.63x — 1.35x 1.23x 1.58x 1.61x 1.794 — 2.05x

{1)  The Company completed an initial public offering during 2005 and used the proceeds to repurchase certain indebtedness,
pay related premiums, redeem lis outstanding preferred stock, and pay related transaction expenses. See Note 5 to the
Notes to the Consolidated ang Combined Financial Statements for proforma information related to these activities.

{2)  During 2002 we incurred interest charges totaling $7.1 million on outstanding debt that had been borrewed in prior years
to fund vesse! construction costs of our Alaska D-7 vessels and equipment purchases. To fund principal and interest
payments on this debt we held investments from which we eamed interest income. Interest income from these
investments, as well as other investments, totaled $5.2 million during 2002. During the year ended December 22, 2002,
substantially ail of the $84.8 million of Collateralized Extendible Notes and $68.5 million of other fong-term debt and
capital fease obfigations of the combined company C5X Lines LLC and its wholly owned subsidiaries, CSX Lines of
Pusrto Rico, Inc. and the domestic liner business of SL Service, Inc. were either repaid or assumed by CSX Corporation,
resulting in no total debt outstanding as of December 22, 2002. During 2003 we incurred interest charges totaling $8.9
million on the culstanding debt borrowed to finance the February 27, 2003 purchase transaction, as described in
“Management's Discussion and Analysis of Financial Condilion and Results of Operations” beginning on page 38 of this
Form 10-K. Dabt outstanding as of December 21, 2003 was repaid in connection with the Acquisition-Related
Transactions. The period from February 27, 2003 through December 21, 2003 and the period from December 22, 2003
through July 6, 2004 include interest expense-preferred units of subsidiary of $4.5 million and $2.7 million, respectively.
©n July 7, 2004, as part of the Acquisition-Related Transactions, $250.0 million original principal amount of 9% senior
notas were issued, $250.0 million was borrowed under the tarm loan facility, $6.0 million was borrowed under the
revolving credit facility and interest began to accrue thereon, On December 10, 2004, 11% senior discount notes with an
initial accrated value of $112.3 million were issued and the accreted value thereof began to increase. During the fourth
quarter of 2005, utilizing proceeds from the initiat public offering, the Company repurchased $53.0 million and $43.2
million of the 9% senior notes and 11% senior discount notes, respectively. During 2006, the Company made a $1.3
million opan market purchase of HLFHC's 11% notes and made a $25.0 million voluntary prepayment of its tarm loan.
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{5)

During 2008, after evaluating the merits and requirements of the tonnage tax, the Company elected the application of the
tonnage tax instead of the federal corporate income tax on income from its qualifying shipping activities. This 2006
election of the tonnage tax was made in connection with the filing of the Company's 2005 federal corporate incorne tax
return and will also apply to all subsequent federal income tax returns unless the Company revokes this alternative
tonnage tax treatment. The Company does not intend to revoke its election of the tonnage tax in the foreseeable future.
The Company Is accounting for this election as a change in the tax status of its qualifying shipping activities. The impact of
this tonnage tax election resulted in a decrease in income tax expense of approximately $43.5 million during the year
ended December 24, 2006. Approximately $11.0 million, or $0.33 per share, and $18.8 million, or $0.56 per share, relate
to the 2005 reduction in income tax expense and revaluation of the deferred taxes related to the application of tonnage tax
to qualifying activities, respectively. The Company's effective tax rate for the year ended ended December 24, 2006 is
(53.9%). Excluding the 2005 income tax impact and revaluation of the deferred taxes related to qualifying activities, the
Company's effective tax rate for the year ended December 24, 2006 would be 9.5%.

In connection with the financing of the Acquisition-Related Transactions, we issued and sold 8,391,180 shares of our
Series A preferred stack in July 2004. No dividends accrued on these shares. We recorded these shares on our books
and records at their fair value in accordance with FAS No. 141 “Business Combinations.” As these shares had no dividend
rale, we determined that a 10% discount rate was appropriate. The Company classified the value of these shares outside
the equity section of the balance sheel. During October 2004, an additional 1,898,730 Series A preferred shares were
issued and sold. During December 2004, 5,315,912 Series A preferred shares were redeemed for $53.2 million, During
January 2005, we repurchased 53,520 Series A preferred shares with an aggregate stated value of $0.5 million. Also,
during January 2005, we sold 45,416 Series A preferred shares and 130,051 common shares for $0.5 miflion. In
connection with the initial public offering, the Company redeemed all shares of its non-voting $.01 par value Series A
Praferred Stock for $62.2 million. During 2005, the Company recorded $5.1 million of accretion of its Series A Preferred
stock.

EBITDA is defined as net income plus net interest expense, income taxes, depreciation and amortization. We believe that
in addition to GAAP based financial information, the EBITDA is a meaningful disclosure for the following reasons:

(i) EBITDA is a component of the measure used by our board of directors and management team to evaluate our
operating performance, (i) the senior credit facility contains covenants that require Horizon Lines Holding and its
subsidiaries to maintain certain interest expense coverage and leverage ratios, which contain EBITDA as a component,
and restrict upstream cash payments if certain ratios are not met, subject to certain exclusions, and our management
team uses EBITDA to monitor compliance with such covenants, (iii) EBITDA is a component of the measure used by our
management team to make day-to-day operating decisions, (iv) EBITDA is a component of the measure used by our
management to facilitate intemal comparisons to competitors’ results and the marine container shipping and logistics
industry in general and (v) the payment of discretionary bonuses to certain members of our management is contingent
upon, among other things, the satisfaction by Horizon Lines of certain targets, which contain EBITDA as a component. We
acknowledge that there are limitations when using EBITDA. EBITDA is not a recognized term under GAAP and does not
purport to be an alternative to net income as a measure of operating performance or to cash flows from operating activities
as a measure of liquidity. Additionally, EBITDA is not intended to be a measure of ree cash flow for management's
discretionary use, as it does not consider certain cash requirements such as tax payments and debt service requirements.
Because all companies do not use identical calculations, this presentation of EBITDA may not be comparable to other
similarly titled measures of other companies. A recongiliation of net income (loss) to EBITDA is included below {in
thousands):

Horizon Lines, Inc. Predecessor A Predecessor B

Period Period Period Period
from from from from
Twelve July7, | Dec.22, Twelve Feb.27, | Dec. 23,

Year Year Months 2004 2003 Months 2003 2002 Year
Ended Ended Ended through | through Ended through| through Ended
Dec.24, Dec.25, Dec.26, Dec.26,| July§, Dec.21, Dec.21,| Feb.26, Dec. 22,

2005 2005 2004 2004 2004 2003 2003 2003 2002

Netincome (loss).......... $ 72,357 $(18,321) $ 13,561 $ 5600 $ 7.961 $15113 $17,162 | $(2,049) $21,751
Interest expense, net....... 48,552 51,357 29,567 21,770 7,797 13417 12,996 421 1,908

Income tax expense

{benefity ................ {25,332) 438 8,439 3,543 4,896 9,615 10,576 {961) 13,707

Depreciation and

amortization............. 64,875 66,907 61,431 31,751 29,680 46,297 40,023 6,274 32,965
EBITDA.. ..., $160,452 $100,381 $112,998 $62,664 | $50,334 $84,442 $80,757 ) $3,685 $70,33

(6)

Includes the acquisition of the rights and beneficial interests of the sole owner participant in two separate trusts, the
assets of which consist primarily of two vessels, for $25.2 million during the year ended December 25, 2005. Includes
vessel purchases of $11.9 million, $7.7 million, $21.2 million, and $5.5 million for the period from December 22, 2003
through July 6, 2004, the period from July 7, 2004 through December 26, 2004, the pericd from February 27, 2003
through December 21, 2003, and the year ended December 22, 2002, respectively.
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@)

(8)

During 2003, the amounts in cash flows provided by (used in} investing and financing activities primarily represent the
accounting for the February 27, 2003 purchase transaction. Investing activities related to the February 27, 2003 purchase
transaction included the purchase price of $286.2 millicn and spending for transaction costs of $18.8 million. Financing
activities related to the February 27, 2003 purchase transaction included the initial capitalization of $80.0 million and
borrowings under the term loan facility of $175.0 million and the issuance of preferred and common unils to CSsX
Corporation and its affiliates with an aggregate original cost totaling $60.0 million. During 2004, the amounts in cash flows
provided by (used in} investing primarily represent the accounting for the Acquisition-Related Transactions and financing
activities primarily represent the accounting for the Acquisition-Related Transactions and subsequent financing
transactions. Investing activities related to the Acquisition-Retated Transactions included the acquisition consideration of
$663.3 million and spending for transaction costs. Financing activilies related to the Acquisition-Related Transactions
included a capital contribution of $87.0 million, the issuance of the 13% promissory notes, in the aggregate original
principal amount of $70.0 million, $250.0 million borrowed under the term loan tacility, $6.0 million borrowed under the
revolving credit facility, and the issuance of the 9% senior notes in the aggregate original principal amount of $250.0
million. Subsequent financing transactions included the issuance of common shares and Series A preferred shares for
gross proceeds of $20.7 million, the repayment of $20.0 million of the outstanding principal amount of the 13% promissory
notes, plus accrued interest of $0.7 mitlion thereon, the issuance of $160.0 million in aggregate original principal amount
at maturity of 11% senior discount notes, the repayment of $52.9 million of the ocutstanding principal amount, together with
accrued but unpaid interest thereon, of the 13% promissory notes, and the repurchase of a portion of the outstanding
Series A preferred shares having an aggregate original stated value of $53.2 million. Financing activities during 2005
included the proceeds from the initial public offering and the use of proceeds therefrom. The proceeds of $143.8 million
and $40.0 miltion of cash generated from operations were used to redeem $53.0 million principal amount of the 9% senior
notes, $43.2 million of the 11% senior discount notes, $62.2 million of the Series A preferred shares, and to pay
associated redemption premiums and related transaction expenses.

For purposes of calculating the ratio of eamings to fixed charges, eamings represent income belore income taxes plus
fixed charges. Fixed charges consist of interest expense, including amortization of net discount or premium and financing
costs, accretion of preferred stock, and the portion of operating rental expense (33%) which management believes is
representative of the interest component of rent expense. For the year ended December 2005 and the period from
December 23, 2002 through February 26, 2003, eamings were insufficient to cover fixed charges by $17.9 million and
$3.0 million, respectively. The calculation of the ratio of eamings to fixed charges is noted below (in thousands):

Horizon Lines, Inc. Predecessor A Predecessor B

Perlod Period Period Period
from from from from
Twelve July7, | Dec.22, Twelve Feb.27,| Dec. 23,

Year Year Months 2004 2003 Months 2003 2002 Year
Ended Ended Ended through | through Ended through | through Ended
Dec. 24, Dec.25, Dec.26, Dec.26,| Julyb, Dec.21, Dec.21,| Feb. 26, Dec.22,

2006 2005 2004 2004 2004 2003 2003 2003 2002

Pretax income (loss)........ $ 47,025 $(17.883) $22,000 §$ 9,143 | $12,857 $24,728 §$27,738 | $(3,010) $35458

Interest expense ........... 51,328 53,057
Preferred stock accretion. ., . —_ 5,073
Rentals.................... 23,616 24,530

29,829
6,756
26,193

21,954 7,875
6,756 —
11,836 14,357

13,593 13,126 467 7,133

26,662

22,113

4549 26,674

Total fixed charges . .... $ 74944 82,660

62,778

40,546 22,232

40,255

35,239

5016 33,807

Pretax eamings plus fixed

charges ................. $121,969 $ 64,777
Ratio of earnings to fixed

charges ......coovmvnene 1.63x —

$84,778 $49,689 | $35,089

1.35x

37

1.23x 1.58x

$64,983

1.61x

$62,977

1.79x]

$2,006 $69,265

— 2.05x



item 7. Management’s Discussion and Analysis of Financial Condition and Results of
Operations

The tollowing discussion and analysis ot our consolidated financial condition and resuits of
operations should be read in conjunction with Selected Consolidated and Combined Financial Data
and our annual audited consolidated and combined financial statements and related notes thereto
inctuded elsewhere in this Form 10-K. The following discussion includes forward-looking statements
that invalve certain risks and uncertainties. For additional information regarding forward laoking
statements, see the Safe Harbor Statement on page (i) of this Form 10-K.

Executive Overview

Year Year Twelve Months
Ended Ended Ended
December 24, December 25, December 26,
2006 2005 2004
(in thousands)
Operating revenue . .......cccvvuveieeenennna... $1,156,892 $1,096,156  $980,328
Operating exXxpense. ..........coiivviiiinanen 1,060,921 1,049,502 928,739
Operatingincome............... .. oo, $ 95971 $ 46654 % 51,589
Operatingratio. ...t 91.7% 95.7% 94.7%
Revenue containers (units} ..................... 296,566 307,895 308,435

Operating revenue increased by $60.7 million or 5.5% for the year ended December 24, 2006
from the year ended December 25, 2005. This revenue growth is primarily aftributable to rate
improvements resulting from favorable changes in carge mix, general rate increases, increased bunker
fuel and intermodal fue! surcharges to help offset increases in fuel costs, and revenue increases from
non-transportation and other revenue services. This revenue increase is offset partially by lower
container volumes primarily attributable to soft market conditions in Puerto Rico.

Operating expenses increased by $11.4 million or 1.1% for the year ended December 24, 2006
from the year ended December 25, 2005. The increase in operating expenses is primarily due to
increases in vessel fuel expense and rail and truck transportation costs as a result of increases in fuel
prices, offset by a decrease in selling, general, and administrative expenses and other variable
operating expenses. The decline in selling, general, and administrative expenses is primarily due to
lower stock based compensation charges, the elimination of the Castle Harlan management fee, and a
decrease in variable operating costs as a resuit of lower revenue container volumes shipped.

Operating revenue increased by $115.8 million or 11.8% for the year ended December 25, 2005
from the twelve months ended December 26, 2004, This revenue growth is primarily attributable to rate
improvements resulting from favorable changes in cargo mix, general rate increases, increased bunker
and intermodal fuel surcharges to help offset significant increases in fuel costs, and revenue increases
from non-transportation and other revenue services. This revenue increase is offset slightly by lower
container volumes due to 53 weeks in the twelve months ended December 26, 2004 compared to 52
weeks in the year ended December 25, 2005.

Operating expenses increased by $120.8 million or 13.0% for the year ended December 25, 2005
from the twelve months ended December 26, 2004. Factors contributing to the increase in operating
expense include significant increases in vessel fuel expense and rail and truck transportation costs as
a result of increases in fuel prices, and higher depreciation and amortization costs due to the purchase
price accounting step-up in basis of customer contracts and trademarks related to the consummation
on July 7, 2004 of the Acquisition-Related Transactions. Increases also include a $17.3 million
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increase in non-cash stock compensation charges as well as charges related to our initial public
offering which was completed in the fourth quarter of 2005. Charges associated with our initial public
offering include a $7.5 million charge related to the termination of the ongoing management services
and related fee provisions of a management agreement with Castle Harlan among other items.

General

We believe that we are the nation’s leading Jones Act container shipping and integrated logistics
company, accounting for approximately 36% of total U.S. marine container shipments from the
continental .S. to Alaska, Puerto Rico and Hawaii, constituting the three non-contiguous Jones Act
markets, and to Guam. Under the Jones Act, all vessels transporting cargo between U.S. ports must,
subject to limited exceptions, be built in the U.S., registered under the U.S. flag, manned by
predominantly U.S. crews, and owned and operated by U.S.-organized companies that are controlled
and 75% owned by U.S. citizens. We operate the largest Jones Act containership fleet with 16 vessels
and approximately 23,300 cargo containers. We provide comprehensive shipping and logistics services
in our markets. We have long-term access to terminal facilities in each of our ports, operating our
terminals in Alaska, Hawaii, and Puerto Rico and contracting for terminal services in the six ports in the
continental U.S. and in the ports in Guam, Hong Kong and Taiwan.

History and Transactions

Our long operating history dates back to 1956, when Sea-Land pioneered the marine container
shipping industry and established our business. In 1958, we introduced container shipping to the
Puerto Rico market and in 1964 we pioneered container shipping in Alaska with the first year-round
scheduled vessel service. In 1987, we began providing container shipping services between the U.S.
west coast and Hawaii and Guam through our acquisition from an existing carrier of all of its vessels
and certain other assets that were already serving that market. Today, as the only Jones Act vessel
operator with an integrated organization serving Alaska, Puerto Rico, and Hawaii, we are uniquely
positioned to serve our customers that require shipping and logistics services in more than one of
these markets.

On February 27, 2003, Horizon Lines Holding (which at the time was indirectly majority-owned by
Carlyle-Horizon Partners, L.P.) acquired from CSX Corporation (‘CSX"), which was the successor to
Sea-Land, 84.5% of CSX Lines, LLC {“Predecessor A”), and 100% of CSX Lines of Puerto Rico, Inc.
(“Predecessor Puerto Rico Entity”), which together constitute our business today. This transaction is
referred to in this Form 10-K as the February 27, 2003 purchase transaction. CSX Lines, LLC is now
known as Horizon Lines, LLC and CSX Lines of Puerto Rico, Inc. is now known as Horizon Lines of
Puerto Rico, Inc.

Our current corporate structure relates to our acquisition of Horizon Lines Holding on July 7,
2004. The foregoing acquisition and related financing and other transactions, referred to in this Form
10-K collectively as the Acquisition-Related Transactions included a merger whereby Horizon Lines
Holding became a direct wholly-owned subsidiary of the Company. The Gompany was formed at the
direction of CHP IV, a private equity investment fund managed by Castle Harlan, which provided a
substantial portion of our equity financing and bridge financing in connection with the Acquisition-
Related Transactions. HLHC operates as a holding company for Horizon Lines, a Delaware limited
liability company that is the Company's principal operating subsidiary, and Horizon Lines of Puerto
Rico, Inc., a Delaware corporation. On December 6, 2004, H-Lines Finance was formed as a direct
wholly-owned subsidiary of the Company and Horizon Lines Holding became a direct, wholly owned
subsidiary of H-Lines Finance. HLFHC was formed to issue 11% senior discount notes due 2013
During 20086, the Company completed three secondary offerings, including a secondary offering
(pursuant to a shelf registration) whereby CHP 1V and other affiliated private equity investment funds
managed by Castle Harlan divested their ownership in the Company.
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On Septernber 30, 2005, the Company issued and sold 12,500,000 shares of its common stock in
the initial public offering, at a price of $10.00 per share, less the underwriters’ discount of 7% per
share. On October 14, 2005, the Company issued and sold additional shares of its common stock to
the underwriters of its initial public offering at a price of $10.00 per share, representing the initial public
offering price to the public, less the underwriters’ discount of 7% per share. These 1,875,000 shares
were issued and sold pursuant to the exercise in full by the underwriters of their option to purchase
additional shares from the Company granted to them with respect to the initial public offering. The
Company used the proceeds to repurchase certain indebtedness, pay related debt redemption
premiums, redeem its outstanding preferred stock, and pay related transaction expenses.

In September and June 2006, the Company completed secondary offerings of 5,300,000 shares
and 5,750,000 shares, respectively, of its common stock, all of which were sold by stockholders of the
Company. In addition, the stockholders of the Company compieted the sale of a further 795,000 shares
and 862,500 shares, respectively, of common stock to the underwriters of the secondary offerings
pursuant to the exercise in full of the undenwriters’ option to purchase additional shares. The Company
did not receive any proceeds from the sale of stock under the secondary offerings.

On November 15, 2006, the Company filed an automatic sheif registration statement on Form
S-3. The shelf registration statement, which became effective upon filing with the SEC, registered for
resale (and other dispositions) 2,678,894 outstanding shares of the Company’s common stock. All of
these shares were held by CHP IV and its co-investor Stockwell Fund, L.P, and their respective
affiliates and associates (the “existing selling stockholders™). The Company did not receive any
proceeds from any resales or other dispositions under the shelf registration statement. The existing
selling siockholders priced and sold a registered public secondary offering of 2,355,083 shares of the
Company's common stock pursuant to the shelf registration statement.

Basis of Presentation

The Company was formed in connection with the Acquisition-Related Transactions, and has no
independent operations. Consequently, the accompanying consolidated financial statements include
the consolidated accounts of the Company as of December 24, 2006, December 25, 2005 and
December 26, 2004 and for the years ended December 24, 2006 and December 25, 2005 and for the
period from July 7, 2004 through December 26, 2004 and of Horizan Lines Holding for the periods from
December 22, 2003 through July 6, 2004,

The financial statements for periods subsequent to February 26, 2003 but prior to July 7, 2004
have been prepared using Horizon Lines Holding's basis in the assets and liabilities acquired in the
February 27, 2003 purchase transaction, determined by applying the purchase method of accounting
to such transaction, and the assets and liabilities so acquired were valued on Horizon Lines Holding's
books at Horizon Lines Holding's assessment of their fair market value. The financial statements for
periods subsequent to July 6, 2004 have been prepared using the basis of the Company in the assets
and liabilities deemed acquired by the Company in the Acquisition-Related Transactions, determined
by applying the purchase method of accounting to such transactions, and the assets and liabilities so
acquired were valued on the Company's books at the Company’s assessment of their fair market
value.

The information for the twelve months ended December 26, 2004 discussed below represents the

combined financial information for the appropriate pre-acquisition and post-acquisition periods to
present more meaningful information on a comparative annual basis.
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Certain prior period balances have been reclassified to conform with the current period
presentation.

Fiscal Year

We have a 52- or 53-week (every sixth or seventh year) fiscal year that ends on the Sunday before
the last Friday in December. The fiscal years ended December 24, 2006 and December 25, 2005 each
consisted of 52 weeks. The twelve months ended December 26, 2004 consisted of 53 weeks.

Critical Accounting Policies

The preparation of our financial statements in conformity with accounting principles generally
accepted in the United States of America requires us to make estimates and assumptions in the
reported amounts of revenues and expenses during the reporting period and in reporting the amounts
of assets and liabilities, and disclosures of contingent assets and liabilities at the date of our financial
statements. Since many of these estimates and assumptions are based on future events which cannot
be determined with certainty, the actual results could differ from these estimates.

We believe that the application of our critical accounting policies, and the estimates and
assumptions inherent in those policies, are reasonable. These accounting policies and estimates are
constantly re-evaluated and adjustments are made when facts or circumstances dictate a change.
Historically, we have found the application of accounting policies to be appropriate and actual results
have not differed materially from those determined using necessary estimates.

Revenue Recognition

We account for transportation revenue based upon method two under Emerging Issues Task
Force No. 91-9 “Revenue and Expense Recognition for Freight Services in Process.” Under this
method we record transportation revenue for the cargo when shipped and an expense accrual for the
corresponding costs to complete delivery when the cargo first sails from its point of origin. We believe
that this method of revenue recognition does not result in a material difference in reported net income
on an annual or quarterly basis as compared to recording transportation revenue between accounting
periods based upon the relative transit time within each respective period with expenses recognized as
incurred.

Terminal and other service revenue and related costs of sales are recognized as services are
performed.

Allowance for Doubtful Accounts and Revenue Adjustments

The Company maintains an allowance for doubtful accounts based upon the expected
collectibility of accounts receivable. The Company monitors its collection risk on an ongoing basis
through the use of credit reporting agencies. The Company does not require collateral from its trade
customers.

In addition, the Company maintains an allowance for revenue adjustments consisting of amounts
reserved for billing rate changes that are not captured upon load initiation. These adjustments
generally arise: (1) when the sales department contemporaneously grants small rate changes (“spot
quotes™) to customers that differ from the standard rates in the system; (2) when freight requires
dimensionalization or is reweighed resulting in a different required rate; (3) when billing errors occur;
and (4) when data entry errors occur. When appropriate, permanent rate changes are initiated and
reflected in the system. These revenue adjustments are recorded as a reduction to revenue.
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Casualty Claims

We purchase insurance coverage for a portion of our exposure related to certain employee
injuries (workers’ compensation and compensation under the Longshore and Harbor Workers’
Compensation Act), vehicular and vessel collision, accidents and personal injury and cargo claims.
Most insurance arrangements include a level of self-insurance (self-retention or deductible) applicable
to each claim or vessel voyage, but provide an umbrella policy to limit our exposure to catastrophic
claim costs. The amounts of self-insurance coverage change from time to time. Our current insurance
coverage specifies that the self-insured limit on claims ranges from $2,500 to $1,000,000. Qur safety
and claims personnel work directly with representatives from our insurance companies to continually
update the anticipated residual exposure for each claim. In establishing accruals and reserves for
claims and insurance expenses, we evaluate and monitor each claim individually, and we use factors
such as historical experience, known trends and third-party estimates to determine the appropriate
reserves for potential liability. Changes in the perceived severity of previously reported claims,
significant changes in medical costs and legislative changes affecting the administration of our plans
could significantly impact the determination of appropriate reserves,

Goodwill, Purchase Costs and Other Identifiable Intangible Assets

Under Statement of Financial Accounting Standards (“SFAS”) No. 142 “Goodwill and Other
Intangible Assets,” previously recorded goodwill and other intangible assets with indefinite lives are not
amortized but are subject to annual undiscounted cash flow impairment tests. If there is an apparent
impairment, a new fair value of the reporting unit would be determined. If the new fair value is less than
the carrying amount, an impairment loss would be recognized.

Customer contracts and trademarks were valued on July 7, 2004, as part of the Acquisition-
Related Transactions, by an independent third-party valuation company using the income appraisal
methodology. The income appraisal methodology includes a determination of the present value of
future monetary benefits to be derived from the anticipated income, or ownership, of the subject asset.
The value of our customer contracts includes the value expected to be realized from existing contracts
as well as from expected renewals of such contracts and is calculated using unweighted and weighted
total undiscounted cash flows as part of the income appraisal methodology. The value of our
trademarks and service marks is based on various factors including the strength of the trade or service
name in terms of recognition and generation of pricing premiums and enhanced margins. We amortize
customer contracts and trademarks and service marks on a straight-line method over the estimated
useful life of nine to fifteen years. We evaluate these assets annuaily for potential impairment in
accordance with SFAS No. 142.

Shipping Rates

We publish tariffs with fixed rates for all three of our Jones Act trade routes. These rates are
subject to regulation by the Surface Transportation Board (“STB"). However, in the case of our Puerto
Rico and Alaska trade routes, we primarily ship containers on the basis of confidential negotiated
transportation service contracts that are not subject to rate regulation by the STB.

Vessel Drydocking

Under U.S. Coast Guard Rules, administered through the American Bureau of Shipping's
alternative compliance program, all vessels must meet specified seaworthiness standards to remain in
service carrying cargo between U.S. marine terminals. Vessels must undergo regular inspection,
monitoring and maintenance, referred to as drydocking, to maintain the required operating certificates.
These drydockings generally occur every two and a half years, or twice every five years. Because
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drydockings enable the vessel to continue operating in compliance with U.S. Coast Guard
requirements, the costs of these scheduled drydockings are customarily deferred and amortized over a
30-month period beginning with the accounting period following the vessel's release from drydock.

We also take advantage of vessel drydockings to perform normal repair and maintenance
procedures on our vessels. These routine vessel maintenance and repair procedures are expensed as
incurred. In addition, we will occasionally, during a vesse! drydocking, replace vessel machinery or
equipment and perform procedures that materially enhance capabilities of a vessel. In these
circumstances, the expenditures are capitalized and depreciated over the estimated useful lives.

Deferred Tax Assets and Liabilities

Deferred tax assets represent expenses recognized for financial reporting purposes that may
result in tax deductions in the future and deferred tax liabilities represent expense recognized for tax
purposes that may result in financial reporting expenses in the future. Certain judgments, assumptions
and estimates may affect the carrying value of the valuation allowance and income tax expense in the
consolidated financial statements. We record an income tax valuation allowance when the realization
of certain deferred tax assets, net operating losses and capital loss carryforwards is not likely. In
conjunction with the election of tonnage tax, we revalued our deferred taxes to accurately reflect the
rates at which we expect such items to reverse in future periods.

Stock Options

In conjunction with the initial public offering, we early adopted SFAS No. 123R (“SFAS 123R"),
“Share-Based Payment”, using the modified prospective approach as of September 30, 2005. SFAS
123R covers a wide range of share-based compensation arrangements including stock options,
restricted share plans, and employee stock purchase plans.

in applying SFAS 123R, the value of each equity-based award is estimated on the date of grant
using the Black-Scholes option-pricing model. The Black-Scholes model takes into account volatility in
the price of our stock, the risk-free interest rate, the estimated life of the equity-based award, the
closing market price of our stock and the exercise price. Due to the lack of trading activity since our
stock became publicly traded, we base our estimates of stock price volatility on the average of (i) our
historical stock price over the period in which it has been publicly traded and (i) historical volatility of
similar entities commensurate with the expected term of the equity-based award; however, this
estimate is neither predictive nor indicative of the future performance of our stock. The estimates
utilized in the Black-Scholes calculation involve inherent uncertainties and the application of
management judgment. In addition, we are required to estimate the expected forfeiture rate and only
recognize expense for those options expected to vest.

Property and Equipment

We capitalize property and equipment as permitted or required by applicable accounting
standards, including replacements and improvements when costs incurred for those purposes extend
the useful life of the asset. We charge maintenance and repairs to expense as incurred. Depreciation
on capital assets is computed using the straight-line method and ranges from 3 to 40 years. Our
management makes assumptions regarding future conditions in determining estimated useful lives and
potential salvage values. These assumptions impact the amount of depreciation expense recognized in
the period and any gain or loss once the asset is disposed.

We evaluate each of our long-lived assets for impairment using undiscounted future cash flows
relating to those assets whenever events or changes in circumstances indicate that the carrying
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amount of an asset may not be recoverable. When undiscounted future cash flows are not expected to
be sufficient to recover the carrying amount of an asset, the asset is written down to its fair value.

Recent Accounting Pronouncements

In September 2006, the Financial Accounting Standards Board (the “FASB”) issued SFAS 158,
SFAS 158 does not change how pensions and other postretirement benefits are accounted for and
reported in the income statement. The required transition method of adoption is a prospective
application and recognizing the funded status of a company’s benefit plans will require an offsetting
adjustment to the ending balance of accumulated other comprehensive income in shareholders equity.
As discussed above, during the fourth quarter of 2008, the Company recorded a decrease to
accumulated other comprehensive income of $1.0 million to refiect the underfunded status of it post-
retirement and pension plans.

In September 2006, the FASB issued Statement No. 157 (“SFAS 157"), “Fair Value
Measurements,” which addresses how companies should measure fair value when they ars required to
use a fair value measure for recognition or disclosure purposes under generally accepted accounting
principles. As a result of SFAS 157 there is now a common definition of fair value to be used
throughout GAAP. The FASB believes that the new standard will make the measurement of fair value
more consistent and comparable and improve disclosures about those measures. SFAS 157 is
effective for fiscal years beginning after November 15, 2007. The Company does not believe the
adaoption of SFAS 157 will have a material impact on its statement of operations.

In July 2006, the FASB issued Interpretation No. 48 (“FIN 48™), “Accounting for Uncertainty in
Income Taxes, an interpretation of FASB Statement No. 109.” FIN 48 clarifies the accounting for
income taxes by prescribing the minimum recognition threshold a tax position is required to meet
before being recognized in the financial statements. FIN 48 also provides guidance on derecognition,
measurement, classification, interest and penalties, accounting in interim periods, disclosure and
transition. FIN 48 applies to all tax positions related to income taxes. FIN 48 is effective for fiscal years
beginning after December 15, 2006. Differences between the amounts recognized in the statements of
financial position prior to the adoption of FIN 48 and the amounts reported after adoption will be
accounted for as a cumulative-effect adjustment recorded to the beginning balance of retained
earnings. The Company is in the process of determining the financial impact the adoption of FIN 48 will
have on its consolidated statement of operations or financial position.

Results of Operations
Operating Revenue Overview

We derive our revenue primarily from providing comprehensive shipping and logistics services to
and from the continental U.S. and Alaska, Puerto Rico, Hawaii and Guam. We charge our customers
on a per load basis and price our services based on the length of inland and ocean cargo
transportation hauls, type of cargo and other requirements, such as shipment timing and type of
container. In addition, we assess fuel surcharges on a basis consistent with industry practice and at
times may incorporate these surcharges into our basic transportation rates. At times, there is a timing
disparity between volatility in our fuel costs and related adjustments to our fuel surcharges (or the
incorporation of adjusted fuel surcharges into our base transportation rates) that may result in
insufficient recovery of our fuel costs during sharp hikes in the price of fuel and recoveries in excess of
our fuel costs when fuel prices level off or decline.

Over 90% of our revenues are generated from our shipping and logistics services in markets
where the marine trade is subject to the Jones Act or other U.S. maritime laws. The balance of our
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revenue is derived from (i) vessel loading and unloading services that we provide for vessel operators
at our terminals, (ii) agency services that we provide for third-party shippers lacking administrative
presences in our markets, (iii) vessel space charter income from third-parties in trade lanes not subject
to the Jones Act, (iv) management of vessets owned by third-parties, (v) trucking and warehousing
services for third-parties, and (vi) other non-transportation services.

As used in this Form 10-K, the term “revenue containers™ connotes containers that are
transported for a charge (as opposed to empty containers).

Operating Expense Overview

Our operating expenses consist primarily of marine operating costs, inland transportation costs,
vessel operating costs, land costs and rofling stock rent. Our marine operating costs consist of
stevedoring, port charges, wharfage and various other costs to secure vessels at the port and to load
and unload containers to and from vessels. Our inland transportation costs consist primarily of the
costs to move containers to and from the port via rail, truck or barge. Our vessel operating costs
consist primarily of crew payroll costs and benefits, vesse! fuel costs, vessel maintenance costs, space
charter costs, vessel insurance costs and vesse! rent. We view our vessel fuel costs as subject to
potential fluctuation as a result of changes in unit prices in the fuel market. Our vessel fuel
consumption has been generally constant for corresponding years or corresponding interim periods,
since the number of active vessels, voyages and destinations have generally been the same for
corresponding years or corresponding interim periods. Our land costs consist primarily of maintenance,
yard and gate operations, warehousing operations and terminal overhead in the terminals in which we
operate. Rolling stock rent consists primarily of rent for street tractors, yard equipment, chassis,
gensets and various dry and refrigerated containers.

Year Ended December 24, 2006 Compared to Year Ended December 25, 2005

Year Ended Year Ended

December 24, December 25, %
2006 2005 Change
(in thousands)

Operating reVenUe ... .. .. .ouitiuir i iiarariaeacaenernanns $1,156,892 $1,096,156 5.5%
Operating expense:

VESSEl . o e e e e 319,581 300,324 6.4%

MaMINE . . e 192,242 195,279 (1.8)%

10T 1« 1R 201,963 190,205 6.2%

LaNd. .. e e e e 138,193 138,320 (0.1)%

Rollingstockrent ............ ..ot 44,332 43,179 2.7%

Operating @XpeNSe. ... ... ..ottt 896,311 867,307 33%
Depreciation and amortization. ... 50,223 51,141 {1.8)%
Amortization of vessel drydocking ...l 14,652 15,766 {7.1)%
Selling, general and administrative...................oooielt 98,286 114,639 (14.3)%
Miscellaneous expense, net.............. ... i 1,449 649 123.3%

Total operating eXpenses ... .........ocv i anne 1,060,921 1,049,502 1.1%
Operating iINCOME . . .. ..ot $ 95871 $ 46,654 1057%
Operating ratio. . .. ..ot s 91.7% 95.7% (4.0)%
Revenue containers (Units}...... ... i e 296,566 307,895 (3.7)%
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Operating Revenue. QOperating revenue increased to $1,156.9 million for the year ended
December 24, 2006 from $1,096.2 million for the year ended December 25, 2005, an increase of $60.7
million, or 5.5%. This revenue increass can be attributed to the following factors (in thousands):

Revenue container volUME dBCrease ...ttt iiiii et e e $(35,650)
More favorable cargo mix and general rate increases ..., 44,442
Bunker and intermodal fuel surcharges included in rates to offset rising fuel costs.......... 48,639
Growth in other non-transportation services ........ ... i i e 3,305
Total operating revenUe iNCreaSe. .. ... ... . ittt e i r it e ittt i i iieanns $ 60,736

The decreased revenue due to revenue container volume declines for the year ended
December 24, 2006 is primarily due to overall soft market conditions in Puerto Rico as well as a
strategic shift away from lower margin automobile cargo to more refrigerated cargo and other higher
margin freight. The temporary government shutdown in Puerto Rico and uncertainty surrounding tax
reform coniributed to the continued soft market conditions. This revenue container volume decrease is
offset by higher margin cargo mix in addition to general rate increases. Bunker and intermodal fuel
surcharges, which are included in our transportation revenue, accounted for approximately 12% of total
revenue in the year ended December 24, 2006 and approximately 8% of total revenue in the year
ended December 25, 2005. We increased our bunker and intermodal fuel surcharges several times
throughout 2005 and 2006, as a result of significant increases in the cost of fuel for our vessels and as
a result of fuel increases passed on to us by our truck, rail, and barge carriers. Fuel surcharges are
evaluated regularly as the price of fuel fluctuates, and we may at times incorporate these surcharges
into the base transportation rates that we charge. The growth in other non-transportation services is
primarily due to increases in terminal services provided to third parties, offset slightly by a decrease in
equipment rental income.

Operating Expense. Operating expense increased to $896.3 million for the year ended
December 24, 2006 from $867.3 million for the year ended December 25, 2005, an increase of $29.0
million or 3.3%. The increase in operating expense primarily reflects the effect of rising fuel prices, and
an increase in rolling stock rent, offset by lower expenses associated with lower container volumes,
Vessel expense, which is not primarily driven by revenue container volume, increased to $319.6 million
for the year ended December 24, 2006 from $300.3 million for the year ended December 25, 2005, an
increase of $19.3 million or 6.4%. This $19.3 million increase can be attributed to the following factors
{in thousands):

Increased vessel fUBI COSES . ... .. e e e e $27,124
Reduction of vessel lease expense dueto vesselpurchases. . ...................cvivnn.. (4,567)
Labor and other vessel operating decreases ...........ccvv ittt i (2,214)
Decrease in construction differential subsidy ... .............c .. i (1,086)
Total vessel @XPense INCreaSE ... ... oottt e e e $19,257

The $27.1 miltion increase in fuel expense is comprised of an increase of $32.1 million due to a
27.7% increase in fuel prices, offset by a decrease of $5.0 million due to lower fuel consumption. The
decrease in vessel lease expense is due to the purchase of the Horizon Enterprise and the Horizon
Pacific in September 2005, offset by lease expense incurred during 2006 for the Horizon Hunter. The
decrease in vessel labor and other operating expenses is primarily due to operating one less vessel in
Puerto Rico during most of 2006.

Marine expense is comprised of the costs incurred to bring vessels into and out of port, and to
load and unload containers. The types of costs included in marine expense are stevedoring and
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benefits, pilotage fees, tug fees, government fees, wharfage fees, dockage fees, and line handler fees.
Marine expense decreased to $192.2 million for the year ended December 24, 2006 from $195.3
million for the year ended December 25, 2005, a decrease of $3.0 million or 1.6%. This decrease in
marine expenses can be attributed to a 3.7% decrease in total revenue container volume period over
period, offset by contractual labor increases.

Inland expense increased to $202.0 million for the year ended December 24, 2006 from $190.2
million for the year ended December 25, 2005, an increase of $11.8 million or 6.2%. Approximately
$7.6 million of this increase is due to higher fuel costs, as rail, truck, and barge carriers have
substantially increased their fuel surcharges period over period. The remaining increase is due to rate
increases oftset by lower volumes.

Land expense is comprised of the costs included within the terminal for the handiing,
maintenance and storage of containers, including yard operations, gate operations, maintenance,
warehouse and terminal overhead. Land expense was flat for the year ended December 24, 2006
compared to the year ended December 25, 2005.

Year Ended Year Ended
December 24, December 25,
2006 2005 % Change

{in thousands)

Land expense:

Maintenante ........ ..ottt iaina e $ 54,107 $ 54,343 (0.4)%
Terminaloverhead ............ ... oo it 49,316 48,027 2.7%
Yardandgate ... e 26,649 27,397 (2.7Y%
LT 1= 4T TV 1= < A O 8,121 8,553 (5.1)%

Totalland expense...............coiieineiiinnan... $138,193 $138,320 (0.1)%

Non-vessel related maintenance expenses decreased primarily due to lower maintenance
expenses associated with the new refrigerated container equipment added to our fleet during 2005 and
other new container equipment added to our fleet in 2006. This decrease is partially offset by an
increase of $1.6 million in fuel costs. Terminal overhead increased primarily due to higher utility
expenses, labor related expenses and higher insurance costs. Yard and gate expense is comprised of
the costs associated with moving cargo into and out of the terminal facility and the costs associated
with the storage of equipment and revenue loads in the terminal facility. Yard and gate expenses
decreased primarily due to decreased revenue container volumes, offset slightly by a $0.3 million
increase in fuel costs.

Year Ended Year Ended
December 24, December 25,
2006 2005 % Change

{in thousands)

Depreciation and amortization:

Depreciation—owned vessels...............oiiin e $10,893 $ 9,303 17.1%
Depreciation and amortization—other.................... 19,783 22,277 (11.2)%
Amortization of intangible assets ........................ 19,547 19,561 (0.1)%
Total depreciation and amortization...................... $50,223 $51,141 (1.8)%
Amortization of vessel drydocking. . ...............ooo et $14,652 $15,766 (7.1)%

Depreciation and Amortization. Depreciation and amortization costs decreased to $50.2 million
for the year ended December 24, 2006 from $51.1 million for the year ended December 25, 2005, a
decrease of $0.9 million or 1.8%. Depreciation of owned vessels increased by $1.6 million due to the

47




acquisition of the rights and beneficial interests of the sole owner participant in two separate trusts, the
assets of which consist primarily of the Horizon Enterprise and the Horizon Pacific in the third quarter
of fiscal year 2005. The $2.5 million decrease in depreciation and amortization-other is primarily due to
a decrease in depreciation of leasehold improvements and containers. The decrease in leasehold
improvements is due to the write-off of certain leasehold improvements made prior to the acquisition of
the rights and beneficial interests in the aforementioned trusts in September 2005.

Amortization of Vessel Drydocking. Amortization of vessel drydocking decreased to $14.7
million for the year ended December 24, 2006 compared to $15.8 million for the year ended
December 25, 2005, a decrease of $1.1 million or 7.1%. The decrease is primarily related to an
increased number of drydockings in 2004 and 2005 and to lower overall costs on recent drydockings.

Selling, General and Administrative. Selling, general and administrative costs decreased to
$98.3 million for the year ended December 24, 2006 from $114.6 million for the year ended
December 25, 2005, a decrease of $16.4 million or 14.3%. This decrease is comprised of an $18.0
million decrease in stock-based compensation expense, and $9.7 million in management fees. The
management fee expenses related to the previous management services and related fee provisions of
a management agreement with Castle Harlan. Such management agreement was terminated in
conjunction with the Company’s initial public offering in September 2005. These decreases are offset
by a $4.8 million increase in professional fees, $4.8 million increase in salaries and related expenses,
and $1.8 million increase in other expenses. The professional fees increase is primarily due to
consulting related professional fees, and an increase in audit and legal fees. In addition, expenses
associated with the secondary offerings and shelf registration totaling $2.0 million are relatively flat with
other transaction related costs of $2.2 miltion during 2005.

Misceffaneous Expense, Net. Miscellaneous expense increased to $1.4 million for the year
ended December 24, 2006 from $0.6 million for the year ended December 25, 2005, an increase of
$0.8 million or 123.3%. This increase is primarily a result of recognized losses on the retirement of
equipment during 2006 and an increase in bad debt expense.

Interest Expense, Net. Interest expense, net decreased to $48.6 million for the year ended
December 24, 2006 from $51.4 million for the year ended December 25, 2005, a decrease of $2.8
million or 5.4%. This decrease is comprised of a $7.1 million decrease attributabie to the redemption of
$53.0 million of the principal amount of the 9% senior notes and $56.0 million principal amount of the
11% senior discount notes utilizing proceeds from the Company’s initial public offering in September
2005 and a $1.1 million increase in interest income related to higher cash balances and higher interest
rates earned on the Company’s cash balances during 2006 compared to 2005. The decrease is offset
by a $4.4 million increase in interest expense under our senior credit facility due to a 195 basis point
increase in interest rates during 2006 as compared to 2005 and a $0.4 million increase in interest
expense related to the notes issued by the owner trustees for the purchase of the Horizon Enterprise
and the Horizon Pacific.

Loss on Early Extinguishment of Debt. Loss on early extinguishment of debt was $0.6 miilion for
the year ended December 24, 2006 compared to $13.2 million during the year ended December 25,
2005, a decrease of 12.6 million or 95.5%. The 2006 loss on extinguishment is due to the write off of
deferred finance fees associated with the $25.0 million voluntary prepayment of our term loan. The
2005 loss on extinguishment is primarily due to redemption premiums and the write-off of deferred
financing costs associated with the early retirement of a portion of our 9% senior notes and 11% senior
discount notes that occurred during 2005.

Income Tax Expense. Income tax (benefit) expense was ($25.3) million in 2008 and $0.4 million
in 2005, which represent effective tax rates of (53.9%) and (2.4%), respectively. During 2006, after
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evaluating the merits and requirements of the tonnage tax, the Company elected the application of the
tonnage tax instead of the federal corporate income tax on income from its qualifying shipping
activities. This 2006 election of the tonnage tax was made in connection with the filing of the
Company’s 2005 federal corporate income tax return and will also apply to all subsequent federal
income tax returns unless the Company revokes this alternative tonnage tax treatment. The Company
does not intend to revoke its election of the tonnage tax in the foreseeable future. The Company is
accounting for this election as a change in the tax status of its qualifying shipping activities. The impact
of this tonnage tax election resulted in a decrease in income tax expense of approximately $43.5
million during the year ended December 24, 2006. Approximately $11.0 million and $18.8 miltion relate
to the 2005 reduction in income tax expense and revaluation of the deferred taxes related to the
application of tonnage tax to qualifying activities, respectively. Excluding the 2005 reduction in income
tax expense and revaluation of the deferred taxes related to qualifying activities, the Company’s
effective tax rate for the year ended December 24, 2006 would be 9.5%. Retroactively applying the
tonnage tax to the year ended December 25, 2005 would result in a 2005 effective tax rate of (59.1%).
The differences between the federal and state statutory tax rates and the overall effective tax rate for
the year ended December 25, 2005 is related primarily to permanent differences resulting from stock-
based compensation.

Year Ended December 25, 2005 Compared with Twelve Months Ended December 26, 2004

Twelve Months

Year Ended Ended
December 25, December 26, %
2005 2004 Change
(in thousands)

Operating revenue .........o it as $1,096,156  $980,328 11.8%
Operating expense:

VESSEl . . o e e 300,324 247,314 21.4%

Marine. ... e 195,279 190,554 2.5%

Inland. .. ..o e 190,205 170,443 11.6%

Land. ... 138,320 131,044 5.6%

Rollingstockrent ... ... ... .. oo 43,179 40,988 5.3%

Operating @Xpense. . ... .ot i 867,307 780,343 11.1%
Depreciation and amortization.................. ... ... ... 51,141 45,570 12.2%
Amortization of vesseldrydocking ............ ... ... ... .. 15,766 15,861 {0.6)%
Selling, general and administrative. ............... ... .. 114,639 84,805 35.2%
Miscellaneous expense. ...t e 649 2,160 (70.0)%

Total operating expenses . .. .......ov i i, 1,049,502 928,739 13.0%
Operating iNCoOME . . ... o.v i cerae s $ 46654 $ 51,589 (9.6)%
Operating ratio. ... ... ..ot 95.7% 94.7%  (1.0)%
Revenue containers {(units) ..............coooiiiiiii e, 307,895 308,435 (0.2)%

Operating Revenue. Operating revenue increased to $1,096.2 million for the year ended
December 25, 2005 from $880.3 miflion for the twelve months ended December 26, 2004, an increase of
$115.8 million, or 11.8%. This revenue increase can be attributed to the following factors (in thousands):

Revenue container volume decrease . ... ...t oot ittt aiea e airans $ (1,567)
More favorable cargo mix and generalrate increases ... ............... .. .. it 42,345
Bunker and intermodal fuel surcharges included in rates to offset rising fuel costs ....... .. 33,166
Management contract to manage seven oceanographic vessets for the U.S. Government

and management contract to manage two Ready Reserve Fleetvessels................ 21,671
Growth in other non-transportation ServiCes. .. ... ... it 20,213
Total operating revenue iNCIBASE ... ........ut ittt i i eaeaeaas $115,828



The decreased revenue due to lower container volume for the year ended December 25, 2005
compared to the twelve months ended December 26, 2004 is primarily a result of a 52 week
accounting year in 2005 compared to a 53 week accounting year in 2004 and a strategic shift away
from lower margin automobile cargo to more refrigerated cargo and other higher margin freight. This
decreased volume was mostly offset by strong market demand for transportation services in the
markets we serve, particularly in the Alaska market. Bunker and intermodal fuel surcharges, which are
included in our transportation revenue, accounted for approximately 8% of total revenue in the year
ended December 25, 2005 and approximately 6% of total revenue in the year ended December 26,
2004. We increased our bunker and intermodal fuel surcharges several times throughout 2005 as a
result of significant increases in the cost of fuel for our vessels in addition to fue! increases passed on
to us by our truck, rail, and barge carriers. Fuel surcharges are evaluated regularly as the price of fuel
fluctuates and we may at times incorporate these surcharges into our base transportation rates that we
charge. The management contract to manage seven oceanographic vessels was awarded to us in the
fourth quarter of the twelve month period ended December 26, 2004 and the management contract to
manage two Ready Reserve Fleet vessels was awarded to us in the third quarter of fiscal year 2005.
The growth in other non-transportation services includes increases in agency and terminal services
provided to third parties, other ancillary services, and space charter revenue not included in
transportation revenue.

Operating Expense. Qperating expense increased to $867.3 million for the year ended
December 25, 2005 from $780.3 million for the twelve months ended December 26, 2004, an increase
of $87.0 million or 11.1%. The increase in operating expense primarily reflects the effect of rising fuel
prices, increases in labor and other inflationary costs, and additional costs associated with the growth
in our non-transportation and other revenue. Vessel expense, which is not primarily driven by revenue
container volume, increased to $300.3 million for the year ended December 25, 2005 from $247.3
million for the twelve months ended December 26, 2004, an increase of $53.0 million or 21.4%. This
$53.0 million increase can be attributed to the following factors {in thousands):

Increased vessel fuel COSIS . .. ... o i e $30,371
Vessel operating costs from vesse! managementcontracts . ............................l 20,465
Reduction of vessel lease expense from vesselpurchases ............c.coviieianaann. (5,143)
Vessel space purchases from othercariers. ................. . i, 2,164
Labor and other vessel operating increases including operating the Horizon Fairbanks in

Alaska during summer months. .. ... ... ... i 5,153
Total vessel eXPeNSe INCrEaSE . ..ttt ittt et e e e $53,010

Marine expense is comprised of the costs incurred to bring vessels into and out of port, and to
load and unload containers. The types of costs included in marine expense are stevedoring and
benefits, pifotage fees, tug fees, government fees, wharfage fees, dockage fees, and line handler fees.
Marine expenses increased to $195.3 million for the year ended December 25, 2005 from $190.6
million for the twelve months ended December 26, 2004, an increase of $4.7 million or 2.5%. This
increase can be attributed to contractual labor increases as expenses refated to revenue container
volumes were nearly flat from year to year.

Inland expense increased to $190.2 million for the year ended December 25, 2005 from $170.4
million for the twelve months ended December 26, 2004, an increase of $19.8 million or 11.6%. This
increase is a result of a higher percentage of intand moves versus port to port moves performed for our
revenue containers shipped, and a substantial increase in fuel surcharges passed onto us by rail,
truck, and barge carriers, in addition to normal contractual labor increases.
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Land expense is comprised of the costs included within the terminal for the handling,
maintenance and storage of containers, including yard operations, gate operations, maintenance,
warehouse and terminal overhead. Land expense increased to $138.3 million for the year ended
December 25, 2005 from $131.0 million for the twelve months ended December 26, 2004, an increase
of $7.3 million or 5.6%. Higher non-vessel related maintenance expenses can primarily be attributed to
higher fuel costs to power our refrigerated containers in addition to an increase in refrigerated cargo
moves. Yard and gate expenses increased year over year due to additional grounding moves in our
yards due to yard congestion and increased labor costs due to normal contractual rate increase.
Warehouse expenses declined in 2005 as a result of lower automobile volumes shipped.

Twelve Months

Year Ended Ended
December 25, December 26,
2005 2004 % Change
(in thousands)
Land expense:

Maintenance ...........c. v iir i e $ 54,343 $ 52,236 4.0%
Terminaloverhead .. ......... ... ... .. ... ... . i, 48,027 45,460 5.6%
Yardand gate ... ...t e 27,397 22,722 20.6%
WarehouSe. . ...t i e e e 8,553 10,626 (19.5)%
Total land eXpense. . ..vver i e $138,320 $131,044 5.6%

The purchase of two vessels in 2004, the Horizon Navigator and Horizon Trader, in addition to
the 2005 acquisition of the rights and beneficial interests of the sole owner participant in two separate
trusts, the assets of which consist primarily of the Horizon Pacific and Horizon Enterprise, all of which
were previously operated by us under operating leases led to a decrease in vessel lease expense of
$5.1 million for the year ended December 25, 2005 compared to the twelve months ended
December 26, 2004. The decreass in vessel lease expense was partially offset by the resulting
increase in depreciation and amortization from those vessels.

Twelve Months

Year Ended Ended
December 25, December 26,
2005 2004 % Change

(in thousands)
Depreciation and amortization:

Depreciation—ownedvessels.......................... $ 9,303 $ 8,060 15.4%
Depreciation and amortization—other................... 22,277 26,557 (16.1)%
Amortization of intangibleassets ....................... 19,561 10,953 78.6%
Total depreciation and amortization..................... $51,141 $45,570 12.2%
Amortization of vessel drydocking .......................... $15,766 $15,861 (0.6)%

Depreciation and Amortization. Depreciation and amortization costs increased tc $51.1 million
for the year ended December 25, 2005 from $45.6 million for the twelve months ended December 26,
2004, an increase of $5.5 million or 12.2%. The increase in depreciation and amortization is primarily
due to the purchase price accounting step-up in basis of customer contracts and trademarks related to
the Acquisition-Related Transactions. Amortization costs related to customer contracts and trademarks
increased by $8.6 million from the twelve months ended December 28, 2004 to the year ended
December 25, 2005. Depreciation of owned vessels increased by $1.2 miltion, or 15.4%, as a resuit of
purchasing vessels previously under operating leases. These increases were partially offset by a
decrease in other depreciation and amortization, primarily due to a decrease in depreciation of vessel
leaseheld improvements.
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Amortization of Vessel Drydocking. Amortization of vessel drydocking remained relatively fiat at
$15.8 million for the year ended December 25, 2005 compared to $15.9 million for the twelve months
ended December 26, 2004.

Selling, General and Administrative. Selling, general and administrative costs increased to
$114.6 million for the year ended December 25, 2005 from $84.8 million for the twelve months ended
December 26, 2004, an increase of $29.8 million or 35.2%. Approximately $17.3 miflion of this year
over year increase is a result of higher non-cash stock based compensation expense recorded in the
year ended December 25, 2005. The termination of the ongoing management services and related fee
provisions of a management agreement with Castle Harlan resulted in a $7.5 million increase in
expense for the year ended December 25, 2005. The remaining increase in selling, general and
administrative expenses can be attributed to expenses related to the initial public offering, additional
management bonus expense, higher professional fees, and labor and other inflationary increases.

Miscellaneous Expense, Net. Miscellaneous expense decreased to $0.6 million for the year
ended December 25, 2005 from $2.2 miliion for the twelve months ended December 26, 2004, a
decrease of $1.6 million or 70.0%. This reduction is primarity a result of lower bad debt expense
recorded for the year ended December 25, 2005 in addition to recognized gains on the sale of
equipment.

Interest Expense, Net. Interest expense increased to $51.4 million for the year ended
December 25, 2005 from $26.9 million for the twelve months ended December 26, 2004, an increase
of $24.5 million or 91.1%. This increase can be attributable to the incurrence of approximately $410.0
million of additional debt in conjunction with the Acquisition-Related Transactions, the issuance of the
11% senior discount notes on December 10, 2004, and an increasing LIBOR rate throughout 2005
impacting our outstanding term debt. With a portion of the preceeds from the initial public offering on
September 30, 2005, the subsequent exercise on October 14, 2005, of the underwriters’ option to
purchase additional shares from the Company granted to them in connection with the initial pubtic
offering and cash flows generated from operations, $40.0 million and $13.0 million of outstanding 9%
senior notes and $52.3 million and $3.7 million of the original principal amount at maturity of the 11%
senior discount notes were redeemed on November 2, 2005 and November 21, 20085, respectively.

Loss on Early Extinguishment of Debt. A $13.2 million loss on early extinguishment of debt was
incurred during the year ended December 25, 2005 due to redemption premiums and the write-off of
deferred financing costs associated with the early retirement of a portion of our 9% senior notes and
11% senior discount notes.

Interest Expense—Preferred Units of Subsidiary. Interest expense—preferred units of
subsidiary decreased to $0 for the year ended December 25, 2005 from $2.7 million for the twelve
months ended December 26, 2004. The preferred units were issued in conjunction with the closing of
the February 27, 2003 purchase transaction and began accreting interest at 10%. The preferred units
were redeemed in conjunction with the closing of the Acquisition-Related Transactions on July 7, 2004.

Income Tax Expense. Income tax expense was $0.4 million and $8.4 million for the year ended
December 25, 2005 and for the twelve months ended December 26, 2004, respectively, which
represent effective annual tax rates of (2.4)% and 38.4%, respectively. The difference between the
combined Federal and state statutory tax rates and the overall effective tax rate for the year ended
December 25, 2005 is related primarily to permanent differences resulting from stock-based
compensation.
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Liquidity and Capital Resources

Our principal sources of funds have been (i) earnings before non-cash charges, (ii) borrowings
under debt arrangements and (jii) equity capitalization. Our principal uses of funds have been (i) capital
expenditures on our container fleet, our terminal operating equipment, improvements to our owned and
leased vessel fieet, and our information technology systems, (ii) vessel drydocking expenditures,

(iii) the purchase of vessels upon expiration of operating leases, (iv) working capital consumption,

{v) principal and interest payments on our existing indebtedness, and (vi) dividend payments to our
common stockholders. Cash and cash equivalents totaled $93.9 million at December 24, 2006. As of
December 24, 2006, $48.4 million was available for borrowing under the $75.0 million revolving credit
facility, after taking into account $26.6 million utilized for outstanding letters of credit.

Operating Activities

Cash flows provided by operating activities

Netincome (loss) ...ttt

Adjustments to reconcile net income (loss) to net cash
provided by operating activities:

Depreciation. ..o vriiiii i e
Amortization of other intangible assets ..............
Amortization of vessel drydocking ..................
Amortization of deferred financingcosts.............
Loss on extinguishmentofdebt.....................
Deferred incometaxes................ ... ... ...
Stock-based compensation ........................

Tax (deficiency) benefit from exercise of stock

OPliONS. . o e e
Accretion of interest on 11% senior discount notes . ...
Accretion of preferred units of subsidiary ............

Subtotal. ...
Earnings adjusted for non-cashcharges.................

Changes in operating assets and liabilities:

Accountsreceivable. ... ......... it i s
Materials and supplies. ...t
Othercurrentassets............ciiiiriiiinnn,
Accountspayable ......... ...t i
Accrued liabilities ......... ... . o e
Other assets / liabifities . ...........................

Subtotal........... .. o i e e

Loss (gain) on equipment dispesals.....................
Vessel drydockingpayments . ...............c.oiin,

Net cash provided by operating activities ................

Operating Activities

Twelve Months

Year Ended Year Ended Ended
December 24, December25, December 26,
2006 2005 2004
(in thousands)

$ 72,357 $(18,321)  $ 13,561
30,676 31,580 34,672
19,547 19,561 10,998
14,652 15,766 15,861

3,990 3,363 1,853
581 13,154 _
(25,088) (7,438) 7.612
949 19,052 1,765
(1,289) 5,495 9,494
9,174 12,057 549
— — 2,686
53,192 112,634 85,390
125,549 94,313 98,951
(894) {3,037) {5,045)
1,819 {5,309) (3,181)
(1,827) 9,846 (14,542)
5,954 (2,907) (3,003)
5,057 8,965 12,927
(3,561) (2,464) (3,849)
6,548 {906) {16,693)
242 (993) (118)
(16,815) (16,038) {12,273)
$115,524 $ 76,376 $ 69,869

Net cash provided by operating activities increased by $39.1 million to $115.5 million for the year
ended December 24, 2006 from $76.4 million for the year ended December 25, 2005. Net earmings
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adjusted for depreciation, amortization, deferred income taxes, accretion and other non-cash operating
activities, which includes non-cash stock based compensation expense, resulted in cash flow
generation of $125.5 million for the year ended December 24, 2006 compared to $94.3 million for the
year ended December 25, 2005, an increase of $31.2 million. Other assets/liabilities working capital
use includes $4.2 million of various costs associated with our contractual obligations with SFL.
Accounts payable and accrued liabilities working capital changes are primarily due to timing of interest
payments and various other operating expenses.

Net cash provided by operating activities increased by $6.5 million to $76.4 million for the year
ended December 25, 2005 from $69.9 million for the twelve months ended December 26, 2004. Net
eamings adjusted for depreciation, amortization, deferred income taxes, accretion and other non-cash
operating activities, which includes non-cash stock based compensation expense, resulted in cash flow
generation of $94.3 million for the year ended December 25, 2005 compared to $99.0 million for the
twelve months ended December 26, 2004, a decrease of $4.6 million. This decrease is primarily due to
cash charges related to the initial public offering, including redemption premiums from the early
retirement of debt, in addition to a $7.5 million cash payment related to the termination of the ongoing
management services and related fee provisions of a management agreement with Castle Harlan.
Changes in working capital resulted in a use of cash of $6.4 million for the year ended December 25,
2005 compared to a use of cash of $16.7 million for the twelve months ended December 26, 2004,
This working capital use of cash in 2005 is primarily due to (i} higher accounts receivables as a result
of higher revenues and (ii) higher materials and supplies, which is largely due to significantly higher
fuel prices during 2005. This is offset by a source of cash from other current assets primarily due to the
collection of a $7.3 million income tax receivable during the year ended December 25, 2005.

Investing Activities

Net cash used in investing activities was $19.3 for the year ended December 24, 2006 compared
to $38.8 million for the year ended December 25, 2005. Approximately $25.2 million of the capital
expenditures in the year ended December 25, 2005 is comprised of the acquisition of the rights and
beneficial interests of the sole owner participant in two separate trusts, the assets of which consist
primarily of the Horizon Enterprise and the Horizon Pacific and the charters related thereto under which
HL operates such vessels. Excluding this expenditure, capital expenditures increased approximately
$5.3 million in 2006 as compared to 2005. Capital expenditures in 2006 primarily relate to the
acquisition of containers, expenditures related to the new fleet enhancement initiative, and capital
expenditures relating to the redevelopment of the San Juan, Puerto Rico terminal.

Net cash used in investing activities, excluding the Acquisition-Related Transactions, increased
by $7.5 million to $38.8 million for the year ended December 25, 2005 from $31.3 million for the twelve
months ended December 26, 2004. These amounts exclude $663.3 million of acquisition expenditures
related to the July 7, 2004 Acquisition-Related Transactions. The $7.5 million increase in cash used in
investing activities is primarily a result of $25.2 million of cash used in 2005 for the acquisition of the
rights and beneficial interests of the sole owner participant in two separate trusts, the assets of which
consists primarily of the Horizon Enterprise and the Horizon Pacific, compared to $19.6 million of cash
used in 2004 to purchase three vessels, the Horizon Navigator, the Horizon Fairbanks and the Horizon
Trader, all of which were previously under operating lease.

Financing Activities

Net cash used in financing activities during the year ended December 24, 2006 was $43.7 million
compared te $52.9 million for the year ended December 25, 2005. The net cash used for financing
activities during 2006 includes a $25.0 million prepayment under the senior credit facility, $14.8 million
in dividends to common stockholders, the payment of $1.2 million in financing costs related to fees
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associated with amendments to HL and HLHC's senior credit facility, and a $1.3 million open market
purchase of HLFHC’s 11% senior discount notes.

Net cash used in financing activities, excluding those activities associated with our initial public
offering described below under “Initial Public Offering”, was $7.0 million for the year ended
December 25, 2005 compared to $6.8 million for the twelve months ended December 26, 2004,
excluding financing activities related to the July 7, 2004 Acquisition-Related Transactions and
subsequent 2004 financing transactions. The $7.0 million net cash used for financing activities for the
year ended December 25, 2005 primarily includes $1.8 million in fees related to exchange offers for the
9% senior notes and the 11% senior discount notes, $2.5 million of principal payments on long-term
debt, and a $3.7 million dividend paid to stockholders on December 15, 2005.

Net cash used in financing activities for the twelve months ended December 26, 2004, excluding
financing activities related to the July 7, 2004 Acquisition-Related Transactions and subsequent 2004
financing transactions, totaled $6.8 million. This amount reflects a $6.0 million repayment of
outstanding borrowings under the revolving loan facility, $0.6 million principal payments on fong-term
debt, and $0.2 million payments on capital lease obligations. Financing activities related to the July 7,
2004 Acquisition-Related Transactions included a capital contribution of $87.0 million, the issuance of
the $70.0 million of 13% promissory notes, $250.0 miltion borrowed under the term loan facility, $6.0
million borrowed under the revolving credit facility, and the issuance of the 9% senior notes in the
aggregate original principal amount of $250.0 million. Financing activities related to the subsequent
2004 financing transactions included the issuance of common shares and Series A preferred shares
for gross proceeds of $20.7 million and the repayment of $20.0 million of ocutstanding principal amount,
together with accrued but unpaid interest thereon, of the 13% promissory notes. Other subsequent
2004 financing activities included the issuance of $160.0 million in aggregate original principal amount
at maturity of 11% senior discount notes, the repayment of $50.0 million of the outstanding principal
amount, together with accrued but unpaid interest thereon, of the 13% promissory notes, and the
repurchase of a portion of the outstanding Series A preferred shares having an aggregate original
stated value of $53.2 million.

Capital Requirements

Our current and future capital needs relate primarily to debt service, maintenance, and
improvement of our vessel fleet, including purchasing vessels upon expiration of vessel operating
leases and providing for other necessary equipment acquisitions. Cash to be used for investing
activities, including purchases of property and equipment for the next twelve months is expected to
total approximately $30.0 million. Such capital expenditures will include redevelopment of our San
Juan, Puerto Rico terminal, raising of our Honolulu, Hawaii cranes in connection with our fleet
enhancement initiative, and yard improvements in our Honolulu, Hawaii terminal. In addition,
expenditures for vessel drydocking payments are estimated at $26.0 million.

Four of our vessels, the Horizon Anchorage, Horizon Tacoma, Horizen Kodiak and Horizon
Hunter, are leased, or chartered, under charters that are due to expire in January 2015 for the Horizon
Anchorage, Horizon Tacoma and Horizon Kodiak and in November 2018 for the Horizon Hunter. The
charters for these vessels permit us to purchase the applicable vessel at the expiration of the charter
period for a fair market value specified in the relevant charter that is determined through a pre-agreed
appraisal procedure. The fair market values of these vessels at the expiration of their charters cannot
be predicted with any certainty. During 2005, we expended $25.2 million in cash to purchase owner
participant interests in two vessels, the Horizon Pacific and the Horizon Enterprise, that were operating
solely under lease agreements. During 2004 and 2003, we purchased four vessels, Horizon Fairbanks,
Horizon Hawaii, Horizon Navigator and Horizon Trader, at the expiration of their charter periods,
utilizing similar fair market value purchase option arrangements. The purchase prices of the four
vessels ranged from $3.8 million to $8.2 million per vessel and totaled $19.6 million.
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Contractual Obligations
Contractual obligations(") as of December 24, 2006 are as follows (in thousands):

Total After
Obligations 2007 2008 2009 2010 2011 2011
Principal obligations:
Senior credit facility ... ...... $ 219375 % 2244 $ 2244 $ 2,244 § 54,423 $158,220 $ —
Notes issued by owner
trustees. ................. 4,513 4513 — — — - —
9% seniornotes ............ 197,014 —_ —_ —_ — — 197,014
11% senior discount notes. .. 102,505 -—_ — — — — 102,505
Operating leases. ......... 422519 92,986 47,343 45,891 44505 27,587 164,207
Capital lease obligations. . . .. 354 193 161 — — — —
Subtotal ............... 946,280 99,936 49,748 48,135 98,928 185,807 463,726
Interest obligations:
Senior credit facility . ........ 77,376 17,957 18,054 17,706 17,136 6,523 —_
Notes issued by owner
frustees.................. 240 240 - — — — —
9% seniornotes ............ 121,162 17,731 17,73t 17,731 17,731 17,731 32,507
11% senior discount notes. .. 56,380 — 5638 11276 11,276 11276 16,914
Subtotal ............... 255,158 35,928 41,423 46,713 46,143 35,530 49421
Total principal and
interest.............. $1,201,438 $135,864 $91,171 $94,848 $145,071 $221,337 $513,147
Other commercial
commitments:;
Standby letters of credit®. ... $ 26568 $ 26568% — $§ — $ — § — § —
Surety bondst® ... .......... 6,333 6,330 2 1 — —_ —_
Other commercial
commitments ........ $ 32,901 $ 32,898 28 1% - $ — % —

M Included in contractual obligations are scheduled interest payments. Interest payments on the
senior credit facility are variable and are based as of December 24, 2006 upon the London Inter-
Bank Offered Rate (LIBOR) plus 2.25%. The three-month LIBOR / swap curve has been utilized
to estimate interest payments on the senior credit facility. Interest on the 9% senior notes is fixed
and is paid semi-annually on May 1 and November 1 of each year until maturity on November 1,
2012. Interest on the 11% senior discount notes is fixed. However, no cash interest will accrue
prior to April 1, 2008. Thereafter, cash interest will accrue at a rate of 11.0% per annum and will
be payable on April 1 and October 1 of each year, commencing on October 1, 2008 and
continuing until maturity on April 1, 2013.

@  The above contractual obligations table does not include the residual guarantee related to our
transaction with SFL. If Horizon Lines does not elect to purchase the vessels at the end of the
initial twelve year period and the vessel owners sell the vessels for less than a specified amount,
Horizon Lines is responsible for paying the amount of such shortfall which will not exceed $3.8
million per vessel. Such residual guarantee will be recorded at its fair value of approximately $0.2
million as a liability upon commencement of the bareboat charters. The above operating lease
amounts do not include anticipated payments of $20.7 million during 2007, $25.4 mitlion during
each year from 2008 to 2011 and $182.7 thereafter for the four new vessels in which Horizon
Lines has not yet taken delivery.

(3 The standby letters of credit include $20.1 million in letters of credit that serve as collateral related
to our agreements with SFL, $5.3 million in letters of credit that serve as collateral on state
workers compensation and auto liability policies, and $1.2 million in letters of credit that serve as
security for all bonds excluding U.S. Customs bonds.

@ Includes $4.8 million is U.S. customs bonds, $0.4 million in bonds for payment of taxes levied
under the Excise Tax Act of the Commonwealth of Puerto Rico of 1887, and $1.1 million in utility
or lease bonds. We have the financial ability and intention to satisfy our obligations.
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Long-Term Debt

To finance the Acquisition-Related Transactions, we incurred substantial debt, including under
the senior credit facility and through the issuance of the 9% senior notes in the original principal
amount of $250.0 million, with interest payments on this indebtedness substantially increasing our
liquidity requirements.

On July 7, 2004, HL. and HLHC entered into a senior credit facility with various financial lenders,
which was amended and restated on April 7, 2005. As of December 24, 2006, the senior credit facility
consisted of a $219.4 million term loan and a $75.0 million revolver. No amounts were outstanding
under the revolving credit facility as of December 24, 2006 or December 25, 2005. However, $26.6
million and $6.9 million of availability under the revolving credit facility was utilized for outstanding
letters of credit as of December 24, 2006 and December 25, 2005, respectively. On December 12,
20086, the senior credit facility was amended to include: 1) increasing the revolving credit facility to $75
million; 2} increasing the additional term loan borrowing availability to $75 million; 3} raising the annual
capital spending limit to $40 million, exclusive of vessel and equipment lease buyouts; 4) allowing for
100% carryover of unutilized permitted annual capital spending; 5) increasing maximum restricted
payments on a rolling four quarters basis to $36 million; 6) providing 100% credit for voluntary loan
prepayments con the required annual excess cash flow sweep now commencing in 2007; and 7)
increasing permitted acquisitions to $120 million annually and to $200 million over the life of the facility.
We expect that we will be permitted to incur up to an additional $75 million of senior secured debt in
the form of term loans at the option of the participating lenders under the term loan facility, provided
that no default or event of default under the senior credit facility has occurred or would occur after
giving effect to such incurrence and certain other conditions are satisfied. The term loan matures on
July 7, 2011 and the revolving credit facility matures on July 7, 2009.

Principal payments of approximately $0.6 million are due quarterly on the term loan facility
through June 30, 2010, at which point quarterly payments increase to $52.7 million until final maturity
on July 7, 2011. Borrowings under the term loan facility bear interest at HL and HLHC's choice of
LIBOR or the base rate, in each case, plus an applicable margin. The margin applicable to the term
loan facility is equal to 1.25% for base rate loans and 2.25% for LIBOR loans. The interest rate at
December 24, 2006 approximated 7.6%. HL and HLHC are also charged a commitment fee on the
daily unused amount of the revolving credit facility during the availability period based upon a rate
of 0.50%.

The senior credit facility requires HL and HLHC to meet a minimum interest coverage ratio and a
maximum leverage ratio. In addition, the senior credit facility contains restrictive covenants which will,
among other things, limit the incurrence of additional indebtedness, capital expenditures, investments,
dividends, transactions with affiliates, asset sales, acquisitions, mergers and consolidations,
prepayments of other indebtedness, liens and encumbrances and other matters customarily restricted
in such agreements. |t also contains certain customary events of default, subject to grace periods, as
appropriate. HL and HLHC were was in compliance with all such covenants as of December 24, 2006.
The senior credit facility is secured by the assets of HL and HLHC. The 9% senior notes and the 11%
senior discount notes also contain restrictive covenants including, limiting incurrence of additional
indebtedness, dividends and restrictions customary in such agreements.

On July 7, 2004, HL and HLHC completed an offering of $250.0 million in principal amount of 9%
senior notes. The 9% senior notes mature on November 1, 2012. Interest on the 9% senior notes
accrues at the rate of 9% per annum and is payable in cash semi-annually on May 1 and November 1
of each year. The 9% senior notes are the general unsecured obligations of HL and HLHC and rank
equally with the existing and future unsecured indebtedness and other obligations of HL and HLHC
that are not, by their terms, expressly subordinated in right of payment to the 9% senior notes and
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senior in right to any future subordinated debt. HL and MHLHC used $57.8 miltion of the proceeds of the
issuance and sale by the Company of shares of its common stock in its initial public offering in 2005 to
redeem $53.0 million of the principal amount of the 9% senior notes and pay associated redemption
premiums of $4.8 million.

On December 10, 2004, HLFHC completed an offering of $160.0 miillion in principal amount of
11% senior discount notes. The 11% senior discount notes were issued at a discount from their
principal amount at maturity and generated gross proceeds of approximately $112.3 million. The 11%
senior discount notes mature on April 1, 2013. Until April 1, 2008, the notes will accrete at the rate of
11% per annum, compounded semiannually on April 1 and October 1 of each year, beginning
QOctober 1, 2005, to but not including April 1, 2008. Beginning on April 1, 2008, cash interest will accrue
at the rate of 11% per annum and will be payable in cash semi-annually in arrears on each April 1 and
October 1, commencing October 1, 2008. The 11% senior discount notes are the general unsecured
obligations of HLFHC and rank equally with the existing and future unsecured indebtedness and other
obligations of HLFHC that are not, by their terms, expressly subordinated in right of payment to the
11% senior discount notes and senior in right to any future subordinated debt. HLFHC used $48.0
million of the proceeds of the issuance by the Company of shares of its common stock in its initial
public offering in 2005 to redeem $56.0 million of the original principal amount at maturity, or $43.2
million in accreted value, of the 11% senior discount notes and pay associated redemption premiums
of $4.8 miliion. During 2006, HL made a $1.3 million open market purchase of HLFHC's 11% senior
discount notes, which represented a $46 thousand premium to the accreted value at the date of
purchase.

We intend to fund our ongoing operations through cash generated by operations and availability
under the senior credit facility.

Future principal debt payments are expected to be paid out of cash flows from operations,
borrowings under the senior credit facility, and future refinancings of our debt.

Qur ability to make scheduled payments of principal, or to pay the interest, if any, on, orto
refinance our indebtedness, or to fund planned capital expenditures will depend on our future
performance, which, to a certain extent, is subject to general economic, financial, competitive,
legislative, regulatory and other factors that are beyond our control.

Based upon the current level of operations and cerfain anticipated improvements, we believe that
cash flow from operations and available cash, together with borrowings available under the senior
credit facility, will be adequate to meet our future liquidity needs throughout 2007. We expect to use
approximately $68.9 million of cash generated from operations to fund vessel lease payments on our
four vessels currently leased in addition to our new vessels during 2007. We expect our new fleet
enhancement initiative will use approximately $15.0 million of cash generated from operations and that
our EDGE initiative will generate approximately $13.0 million during 2007. In addition, we expect to
make capital expenditures and drydocking payments of $30.0 million and $26.0 million, respectively,
during 2007. There can be no assurance that we will generate sufficient cash flow from operations, that
anticipated revenue growth and operating improvements will be realized or that future borrowings will
be available under the senior credit facility in an amount sufficient to enable us to service our
indebtedness or to fund other liquidity needs. In addition, there can be no assurance that we will be
able to effect any future refinancing of our debt on commercially reasonable terms or at all.

interest Rate Risk

QOur primary interest rate exposure relates to the senior credit facility. As of December 24, 2006,
HLHC and HL had outstanding a $219.4 million term loan, which bears interest at variable rates. Each
quarter point change in interest rates would result in a $0.5 million change in interest expense on the
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term loan. HLHC and HL also have a revolving credit facility that provides for borrowings of up to $75.0
million. As of December 24, 2006, no amounts were outstanding under the revolving credit facility.

Working Capital

Working capital at December 24, 2006, was $97.6 million, compared to $67.1 million at
December 25, 2005. Adequate current assets are maintained to satisfy current liabilities and maturing
obligations when they come due and we have sufficient financial capacity to manage our daily cash
requirements.

Credit Ratings

As of December 24, 2006, Moody's Investors Service and Standard and Poor's Rating Services
assigned the following credit ratings to our outstanding debt:

Standard
Mcody's & Poor's

Debt/Rating Outlook:
Senior Secured Credit Facility. ... Ba2, LDG2, 20% B
9% Senior Notes due 2012 ...ttt it e B3, LGD4,69% CCC+
119% Senior Discount Notesdue 2013 .. ... ... ity Caal, LGD6,94%  CCC+
Rating OutooK ... ..o Stable, PD Positive

In September 2006, Moody's Investors Service (“Moody’s”) implemented its new
Probability-of-Default {(“PD”) and Loss-Given-Default (“LGD") rating methodologies for the
transportation sector. PD ratings are assigned only to issuers, not specific debt instruments, and use
the standard Moody's alpha-numeric scale. They express Moody's opinion about the likelihood that any
entity within a corporate family will default on any of its debt obligations. LGD assessments are
assigned to individual rated debt issues and are expressed as a percentage of principal and interest at
the resolution of dsfault, with assessments ranging from LGD1 (loss expected to be 0%-9%) to LGD6
(loss anticipated to be 90%-100%).

' tem 7A. Quantitative and Qualitative Disclosures about Market Risk

We maintain a policy for managing risk related to exposure to variability in interest rates, fuel
prices and other relevant market rates and prices which includes entering into derivative instruments in
order to mitigate our risks.

Our exposure to market risk for changes in interest rates is limited to our senior credit facility and
one of our operating leases. The interest rate for our senior credit facility is currently indexed to LIBOR
of one, two, three, or six months as selected by us, or the Alternate Base Rate as defined in the senior
credit facility. One of our operating leases is currently indexed to LIBOR of one month. Predecessor A
used interest rate protection agreements in the past to reduce borrowing rates although none are in
effect as of December 24, 2006.

In addition, we utilize derivative instruments tied to various indexes to hedge a portion of our
quarterly exposure to bunker fuel price increases. These instruments consist of fixed price swap
agreements. We do not use derivative instruments for trading purposes. Credit risk related to the
derivative financial instruments is considered minimal and is managed by requiring high credit
standards for its counterparties.
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Changes in fair value of derivative financial instruments are recorded as adjustments to the
assets or liabilities being hedged in the statement of operations or in accumulated other
comprehensive income (loss), depending on whether the derivative is designated and qualifies for
hedge accounting, the type of hedge transaction represented and the effectiveness of the hedge. As of
December 24, 2006, we do not have any hedges in place.

The aggregate annual charter hire for the vessels under our agreements with SFL is based on
certain assumptions with respect to final vessel price and interest rates that will be adjusted on the
date of the delivery of the particular vessel. The vessel owners have entered into forward starting
swaps to lock in the interest rate on the underlying bank loan with Fortis. However, if the vessel
delivery date or vessel cost changes, the forward starting swap agreements will need to be adjusted. If
the underlying interest rate on the bank loans to the vessel owners is changed due to any of the above
reasons, the aggregate annual charter hire will also change.

The table below provides information about our debt obligations indexed to LIBOR. The principal
cash flows are in thousands.

Fair Value
December 24,
2007 2008 2009 2010 2011 Thereafter Total 20060
Debt:
Fixed rate ..... $4,513 § — 5 — 3 8 _— $299,519 $304,032 $307,728
Average interest
rate......... 10.6% 9.7%
Variablerate .. $2,244 $2,244 $2,244 $54,423 $158,220 §$ — $219,375 $219,375
Average interest
rate......... 7.9% 8.0% 8.0% 8.0% 8.0%

m Fair Value as of December 24, 2006 includes the fair value of the 11% senior discount notes based on their
accreted balance as of December 24, 2006. The principal cash flows above include the principal amount of
$102.5 million in the thereafter column.

@ We receive the arithmetic average of the reference price calculated using the unweighted method of
averaging

Item 8. Financial Statements and Supplementary Data

See index in Item 15 of this annual report on Form 10-K. Quarterly information (unaudited) is
presented in a Note to the consolidated financial statements.

item 9. Changes in and Disagreements with Accountants on Accounting and Financial
Disclosure

None.

Item 9A. Controls and Procedures
Disclosure Controls and Procedures

The Company maintains disclosure controls and procedures designed to ensure information
required to be disclosed in Company reports filted under the Securities Exchange Act of 1934, as
amended (the Exchange Act), is recorded, processed, summarized, and reported within the time
periods specified in the Securities and Exchange Commission’s rules and forms. Disclosure controls
and procedures are designed to provide reasonable assurance that information required to be
disclosed in Company reports filed under the Exchange Act is accumulated and communicated to
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management, including the Company's Chief Executive Officer and Chief Financial Officer, as
appropriate, to allow timely decisions regarding required disclosure.

The Company’s management, with the participation of the Company’s Chief Executive Officer
and Chief Financial Officer, has evaluated the effectiveness of the Company'’s disclosure controls and
procedures pursuant to Rule 13a-15(b) of the Exchange Act as of December 24, 2006. Based on that
evaluation, the Company’s Chief Executive Officer and Chief Financial Officer have concluded that the
Company's disclosure controls and procedures are effective as of December 24, 2006.

Management's Report on Internal Control over Financial Reporting

The Company’s management is responsible for establishing and maintaining adequate internal
control over financial reporting as defined in Rules 13a-15(f) under the Securities Exchange Act of
1934. Pursuant to the rules and regulations of the Securities and Exchange Commission, internal
control over financial reporting is a process designed by, or under the supervision of, the Company's
principal executive and principal financial officers, and effected by the Company’s board of directors,
management and other personnel, to provide reasonable assurance regarding the reliability of financial
reporting and the preparation of financial statements for external purposes in accordance with
accounting principles generally accepted in the United States. Due to inherent limitations, internal
control over financial reporting may not prevent or detect misstatements. Further, because of changes
in conditions, effectiveness of internal control over financial reporting may vary over time.

The Company’s management, with the participation of the Company’s Chief Executive Officer
and Chief Financial Officer, has evaluated the effectiveness of the Company’s internal control over
financial reporting as of December 24, 2006 based on the control criteria established in a report
entitied Internal Control—Integrated Framework, issued by the Committee of Sponsoring Organizations
of the Treadway Commission (COSO). Based on such evaluation management has concluded that our
internal control over financial reporting is effective as of December 24, 2006.

Management's assessment of the effectiveness of the Company’s internal control over financial
reporting as of December 24, 2006, has been audited by Ernst & Young LLP, an independent
registered public accounting firm, as stated in their report which is included herein.

Changes in Internal Control over Financial Reporting

There were no changes in the Company’s internal control over financial reporting during the
Company’s fiscal quarter ending December 24, 2006, that have materially affected, or are reasonably
likely to materially affect, the Company's internal control over financial reporting.

Item 9B. Other Information

None.
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PART Il

item 10. Directors and Executive Officers of the Registrant

The information required by this item as to the Company’s directors, director nominees, audit
committee financial expert, audit committee, and procedures for stockholders to recommend director
nominees will be included in the Company's proxy statement to be filed for the Annual Meeting of
Stockholders to be held on June 5, 2007, under the captions “Election of Directors” and “Corporate
Governance Matters and Committees of the Board of Directors” and is incorporated by reference
herein. The information required by this item as to compliance by the Company's directors, executive
officers and certain beneficial owners of the Company’s Common Stock with Section 16(a) of the
Securities Exchange Act of 1934 also will be included in said proxy statement under the caption
“Section 16(a) Beneficial Ownership Reporting Compliance” and also is incorporated herein by
reference. The information required by this item as to executive officers is included in Part |, ltem 1 of
this Report and also is incorporated herein by reference.

The Company has adopted a Code of Business Conduct and Ethics that governs the actions of
all Company employees, including officers. The Code of Business Conduct and Ethics is posted within
the Investor Relations section of the Company’s internet website at www.horizonlines.com. The
Company will provide a copy of the Code of Business Conduct and Ethics to any stockholder upon
request. Any amendments to and/or any waiver from a provision of any of the Code of Business
Conduct and Ethics granted to any director, executive officer or any senior financial officer, must be
approved by the Board of Directors and wili be disclosed on the Company’s internet website as soon
as reasonably practical following the amendment or waiver. The information contained on or connected
to the Company’s internet website is not incorporated by reference into this Form 10-K and should not
be considered part of this or any other report that the Company files with or furnishes to the Securities
and Exchange Commission.

Item 11. Executive Compensation

The information required by this item will be included in the Company’s proxy statement {o be
filed for the Annual Meeting of Stockholders to be held on June 5, 2007, under the captions “Executive
Compensation™ and “Compensation of Directors” and is incorporated herein by reference.

ltem 12. Security Ownership of Certain Beneficial Owners and Management and Related
Stockholder Matters

The information required by this item as to security ownership by certain beneficial owners and
management will be included in the Company’s proxy statement to be filed for the Annual Meeting of
Stockholders to be held on June 5, 2007, under the caption “Ownership of the Company’s Securities”
and is incorporated herein by reference. The information required by this item as to securities
authorized for issuance under equity compensation plans also will be included in said proxy statement
under the caption “Equity Compensation Pian Information” and also is incorporated herein by
reference.

Iltem 13. Certain Relationships and Related Transactions

The information required by this item will be included in the Company’s proxy statement to be
filed for the Annual Meeting of Stockholders to be held on June 5, 2007, under the caption “Related
Transactions® and is incorporated herein by reference.

Item 14. Principal Accountant Fees and Services

The information required by this item will be included in the Company’s proxy statement to be
filed for the Annual Meeting of Stockholders to be held on June 5, 2007 under the caption
“Independent Registered Public Accounting Firm’s Fees and Services” and is incorporated herein by
reference.
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PART IV

Item 15. Exhibits and Financial Statement Schedules

(a)(1) Financial Statements:

Horizon Lines, Inc. and Predecessor Company

Index to Consolidated and Combined Financial Statements

Reports of Independent Registered Public Accounting Firm............cooiviiiaiainei

Consolidated Financial Statements for the fiscal year ended December 24, 2008:
Consolidated Balance Sheets. ... ..o i e
Consolidated and Combined Statements of Operations. . ........... ..ot
Consolidated and Combined Statements of CashFlows............... ..o,
Consolidated and Combined Statements of Changes In Stockholders’ Equity..............
Notes to Consolidated and Combined Financial Statements ........... ... . ... a0

Schedule ll—Valuation and Qualifying Accounts . . ........c i e

63



(a)(2) Exhibits:

Exhiblt
Number

Description

1.1

3.1

3.2

4.1

4.2

4.3

4.4

4.5

4.6

101

10.2

10.2.1

Form of Underwriting Agreement. (Incorporated by reference to the Report on Form 8-K of
the Company filed on November 17, 2006)

Amended and Restated Merger Agreement, dated as of July 7, 2004, by and among
Horizon Lines, Inc., Horizon Lines Holding Corp., H-Lines Subcorp. and TC Group, L.L.C.
(Previously filed as an exhibit to the Registrant’s Registration Statement on Form S-1 (File
No. 333-123073), originally filed on March 2, 2005)

Amended and Restated Certificate of Incorporation of the Registrant. {Incorporated by
reference to the Company's Report on Form 10-K for the fiscal year ended December 25,
2005)

Form of Amended and Restated Bylaws of the Registrant. (Previously filed as an exhibit to
Amendment No. 6 to the Registrant's Registration Statement on Form S-1 (File
No. 333-123073), filed on September 19, 2005)

Indenture, dated as of July 7, 2004, by and among Horizon Lines Holding Corp., Horizon
Lines, LLC, the guarantors party thereto and The Bank of New York Trust Company, N.A.,
as Trustee. (Previously filed as an exhibit to the Registrant's Registration Statement on
Form S-1 (File No. 333-123073), originally filed on March 2, 2005)

indenture, dated as of December 10, 2004 between H-Lines Finance Holding Corp. and
The Bank of New York Trust Company, N.A., as Trustee. (Previously filed as an exhibit to
the Registrant’s Registration Statement on Form S-1 (File No. 333-123073), originally filed
on March 2, 2005)

Form of 8% Senior Notes due 2012 (included in Exhibit 4.1). (Previously filed as an exhibit
to the Registrant’s Registration Statement on Form S-1 (File No. 333-123073), originally
filed on March 2, 2005)

Form of 11% Senior Discount Note due 2013 (included in Exhibit 4.2). (Previously filed as
an exhibit to the Registrant's Registration Statement on Form S-1 (File No. 333-123073),
originally filed on March 2, 2005)

Form of Guarantee (included in Exhibit 4.1). (Previously filed as an exhibit to the
Registrant’s Registration Statement on Form S-1 (File No. 333-123073), originally filed on
March 2, 2005)

Specimen of Common Stock Certificate. (Previously filed as an exhibit to Amendment No. 6
to the Registrant's Registration Statement on Form S-1 (File No. 333-123073), filed on
September 19, 2005)

Stockholders Agreement, dated as of July 7, 2004, by and among Horizon Lines, Inc. and
the other parties thereto. (Previously filed as an exhibit to the Registrant’s Registration
Statement on Form S-1 (File No. 333-123073), originally filed on March 2, 2005)

First Amendment to Stockholders Agreement, dated as of October 15, 2004, by and among
Horizon Lines, Inc. and the other parties thereto. (Previously filed as an exhibit to the
Registrant's Registration Statement on Form S-1 (File No. 333-123073), originally filed on
March 2, 2005)

Form of Amended and Restated Stockholders Agreement. (Previously filed as an exhibit to
Amendment No. 6 to the Registrant's Registration Statement on Form S-1 (File
No. 333-123073), filed on September 19, 2005)
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Exhibit
Number

Description

10.3

10.4

10.4.1

10.5

10.6

10.6.1

10.7

10.8

Preferential Usage Agreement dated December 1, 1985, between the Municipality of
Anchorage, Alaska and Horizon Lines of Alaska, LLC (formerly known as CSX Lines of
Alaska, LLC, as successor in interest to SL Service, Inc. (formerly known as Sea-Land
Service, Inc.), pursuant to a consent to general assignment and assumption, dated
September 5, 2002), as amended by the Amendment to Preferential Usage Agreement
dated January 31, 1991, Second Amendment to December 1, 1985 Preferential Usage
Agreement dated June 20, 1996, and Third Amendment to December 1, 1985 Preferential
Usage Agreement dated January 7, 2003. (Previously filed as an exhibit to the Registrant's
Registration Statement on Form S-1 (File No. 333-123073), originally filed on March 2,
2005)

Crane Relocation Agreement dated August 20, 1992, between Matson Navigation
Company, Inc. (as successor in interest to American President Lines, Ltd., pursuant to an
amendment to the Crane Relocation Agreement, dated 1996), Sea-L.and Service, Inc. and
Port Authority of Guam, as amended by Amendment No. 1 to Crane Relocation Agreement
dated March 22, 1995, and by Assignment of and Second Amendment to Crane Relocation
Agreement dated January 24, 1996. (Previously filed as an exhibit to the Registrant's
Registration Statement on Form S-1 (File No. 333-123073), originally filed on March 2,
2005)

Second Assignment of and Third Amendment to Crane Relocation Agreement dated July 5,
2005 among SL Service, Inc. (formerly known as Sea-Land Service, Inc.), Horizon Lines,
LLC, Matson Navigation Company, Inc. and Port Authority of Guam. (Previously filed as an
exhibit to Amendment No. 3 to the Registrant's Registration Statement on Form S-1 (File
No. 333-123073), filed on July 29, 2005)

Employment Agreement dated as of July 7, 2004, between Horizon Lines, LLC and Charles
G. Raymond. {Previously filed as an exhibit to the Registrant's Registration Statement on
Form S-1 (File No. 333-123073),.originally filed on March 2, 2005}

Employment Agreement dated as of July 7, 2004, between Horizon Lines, LLC and
M. Mark Urbania. (Previously filed as an exhibit to the Registrant’s Registration Statement
on Form $-1 {File No. 333-123073), originally filed on March 2, 2005)

First Amended and Restated Employment Agreement dated as of September 16, 2005,
between Horizon Lines, LLC and M. Mark Urbania. (Previously filed as an exhibit to
Amendment No. 6 to the Registrant’s Registration Statement on Form S-1 (File

No. 333-123073), filed on September 19, 2005)

Amended and Restated Guarantee and Indemnity Agreement dated as of February 27,
2003, by and among HLH, LLC, Horizon Lines, LLC, CSX Corporation, CSX Alaska Vessel
Company, LLC and SL Service, Inc., as supplemented by the joinder agreements, dated as
of July 7, 2004, of Horizon Lines Holding Corp., Horizon Lines of Puerto Rico, Inc.,
Falconhurst, LLC, Horizon Lines Ventures, LLC, Horizon Lines of Alaska, LLC, Horizon
Lines of Guam, LLC, Horizon Lines Vessels, LLC, Horizon Services Group, LLC, Sea
Readiness, LLC, Sea-Logix, LLC, S-L Distribution Services, LLC and SL Payroll Services,
LLC. (Previously filed as an exhibit to the Registrant’s Registration Statement on Form S-1
(File No. 333-123073), originally filed on March 2, 2005)

Amended and Restated Put/Call Agreement, dated as of September 20, 2005, by and
among Horizon Lines, Inc. and other parties thereto. {Incorporated by reference to the
Report on Form 8-K of the Company filed on October 24, 2005}
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Exhibit
Number

Description

10.9

10101

10.11%

10.12¢

10.12.1°%t

10.13t

Horizon Lines Holding Corp. Stock Option Plan. (Previously filed as an exhibit to the
Registrant's Registration Statement on Form S-1 (File No. 333-123073), originally filed on
March 2, 2005)

International Intermodal Agreement 5124-5024, dated as of March 1, 2002, between
Horizon Lines, LLC, Horizon Lines of Puerto Rico, Inc., Horizon Lines of Alaska, LLC and
CSX Intermodal, Inc. (Incorporated by reference to Amendment No. 2 to the Registration
Statement on form S-4 of Horizon Lines Holding Corp. (File No. 333-123601), filed on
June 23, 2005)

Sub-Bareboat Charter Party Respecting 3 Vessels, dated as of February 27, 2003, in
relation to U.S.-flag vessels Horizon Anchorage, Horizon Tacoma and Horizon Kodiak,
between CSX Alaska Vessel Company, LLC, as charterer, and Horizon Lines, LLC, as
sub-charterer. {Incorporated by reference to the Registration Statement on Form S-4 of
Horizon Lines Holding Corp. (File No. 333-123681}, filed on March 30, 2005)

TP1 Space Charter and Transportation Service Contract, dated May 9, 2004, between A.P.
Msaller-Maersk A/S and Horizon Lines, LLC. (Incomorated by reference to Amendment

No. 2 to the Registration Statement on form S-4 of Horizon Lines Holding Corp. {File

No. 333-123601), filed on June 23, 2005)

Amendment No. 1 to TP1 Space Charter and Transportation Service Contract, dated
Navember 30, 2006 between A.P. Maller-Maersk A/S and Horizon Lines, LLC.

Container Interchange Agreement, dated April 1, 2002, between A.P. Maller-Maersk A/S,
C8X Lines, LLC, CSX Lines of Puerto Rico, Inc., CSX Lines of Alaska, LLC and Horizon
Lines of Alaska, LLC. (Incorporated by reference to the Registration Statement on Form
S-4 of Horizon Lines Holding Cormp. (File No. 333-123681}, filed on March 30, 2005)

10.13.1*t1 Agreement Regarding the Container interchange Agreement, dated November 30, 2006,

10.14%

among A.P. Meller-Maersk A/S, Horizon Lines, LLC, Horizon Lines of Puerto Rico, Inc. and
Horizon Lines of Alaska, LLC

Stevedoring and Terminal Services Agreement, dated May 9, 2004, between APM
Terminals, North America, Inc., Horizon Lines, LLC and Horizon Lines of Alaska, LLC.
{Incorporated by reference to the Registration Statement on Form S-4 of Horizon Lines
Holding Corp. (File No. 333-123681), filed on March 30, 2005)

10.14.1*tt Amendment No. 2 to Stevedoring and Terminal Services Agreement, dated November 30,

10.15%

2006, among APM Terminals, North America, Inc., Horizon Lines, LLC and Horizon Lines
of Alaska, LLC

Bareboat Charter Party in relation to the U.S.-flag vessel Horizen Pacific, dated as of
December 1, 1998, by and between State Street Bank and Trust Company (as successor
in interest to The Connecticut National Bank), as owner trustee, and Horizon Lines, LLC
{formerly known as CSX Lines LLC, as successor in interest to Sea-Land Service, Inc.
pursuant to an assignment and assumption agreement dated as of September 2, 1989 by
and between Sea-Land Service, Inc., as assignor, and CSX Lines, LLC (as successor in
interest to Sea-t.and Domestic Shipping, LLC)), as charterer. (Incorporated by reference to
the Registration Statement on Form S-4 of Horizon Lines Holding Corp. (File

No. 333-123681), filed on March 30, 2005)
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Exhibit
Number

Description

10.16¢

10.17.1

10.17.2

10.18

10.19

10.20

10.21

10.22

10.22.1

Bareboat Charter Party in relation to the U.S.-flag vessel Horizon Enterprise, dated as of
December 1, 1998, by and between State Street Bank and Trust Company (as successor
in interest to The Connecticut National Bank), as owner trustee, and Horizon Lines, LLC
(formerly known as CSX Lines LLC, as successor in interest to Sea-Land Service, Inc.
pursuant to an assignment and assumption agreement dated as of September 2, 1999 by
and between Sea-Land Service, Inc., as assignor, and CSX Lines, LLC (as successor in
interest to Sea-Land Domestic Shipping, LLC)), as charterer. {Incorporated by reference to
the Registration Statement on Form S-4 of Horizon Lines Holding Corp. (File

No. 333-123681), filed on March 30, 2005)

Assignment and Assumption Agreement dated as of September 2, 1999, by and between
Sea-Land Service, Inc. and Sea-Land Domestic Shipping, LLC. (Incorporated by reference
to the Registration Statement on Form S-4 of Horizon Lines Holding Corp. (File

No. 333-123681), filed on March 30, 2005)

Asset Purchase Agreement, dated September 2, 2005, by and among DaimlerChrysler
Services North America LLC, Elspeth Pacific, Inc. and Horizon Lines, LLC. (Previously filed
as an exhibit to Amendment No. 5 to the Registrant's Registration Statement on Form S-1
(File No. 333-123073), filed on September 7, 2005)

Capital Construction Fund Agreement, dated March 29, 2004, between Horizon Lines, LLC
and the United States of America, represented by the Secretary of Transportation, acting
by and through the Maritime Administrator. (Previously filed as an exhibit to the
Registrant's Registration Statement on Form S-1 (File No. 333-123073), originally filed on
March 2, 2005)

Harbor Lease dated January 12, 1996, between Horizon Lines, LLC (formerly known as
CSX Lines, LLC, as successor in interest to SL Services, Inc. (formerly known as Sea-
Land Service, Inc.), pursuant to Consent to Two Assignments of Harbor Lease No. H-92-
22, dated February 14, 2003) and the State of Hawaii, Department of Transportation,
Harbors Division. (Previously filed as an exhibit to the Registrant’s Registration Statement
on Form S-1 (File No. 333-123073), originally filed on March 2, 2005)

Agreement dated May 16, 2002, between Horizon Lines of Puerto Rico, Inc. (formerty
known as CSX Lines of Puerto Rico, Inc.) and The Puerto Rico Ports Authority. (Previously
filed as an exhibit to the Registrant’s Registration Statement on Form S-1 (File

No. 333-123073), originally filed on March 2, 2005}

Agreement dated March 29, 2001, between Horizon Lines of Puerto Rico, Inc. (formerly
known as CSX Lines of Puerto Rico, Inc.) and The Puerto Rico Ports Authority. (Previously
filed as an exhibit to the Registrant's Registration Statement on Form S-1 (File

No. 333-123073), originally filed on March 2, 2005)

Port of Kodiak Preferential Use Agreement dated April 12, 2002, between the City of
Kodiak, Alaska and Horizon Lines of Alaska, LLC (formerly known as CSX Lines of Alaska,
LLC, as successor in interest to CSX Lines, LLC, pursuant to Amendment No. 1 to the
Preferential Use Agreement, dated April 12, 2002). {Previously filed as an exhibit to the
Registrant's Registration Statement on Form S-1 (File No. 333-123073), originally filed on
March 2, 2005)

Port of Kodiak Preferential Use Agreement dated January 1, 2005, between the City of
Kodiak, Alaska and Horizon Lines of Alaska, LLC. (Previously filed as an exhibit to
Amendment No. 3 to the Registrant’s Registration Statement on Form S-1 (File

No. 333-123073), filed on July 29, 2005)
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Number

Description

10.23

10.23.1

10.24

10.24.1

10.25

10.26

10.26.1

10.27

10.27.1

10.28

10.29

10.30

Terminal Operation Contract dated May 2, 2002, between the City of Kodiak, Alaska and
Horizon Lines of Alaska, LLC (formerly known as CSX Lines of Alaska, LLC). (Previously
filed as an exhibit to the Registrant's Registration Staterent on Form S-1 (File

No. 333-123073), ariginally filed on March 2, 2005)

Terminal Operation Contract dated January 1, 2005, between the City of Kodiak, Alaska
and Horizon Lines of Alaska, LLC. (Previously filed as an exhibit to Amendment No. 3 to
the Registrant’s Registration Statement on Form S-1 (File No. 333-123073), filed on
July 29, 2005)

Sublease, Easement and Preferential Use Agreement dated October 2, 1990, between the
City of Unalaska and Horizon Lines, LLC (formerly known as CSX Lines LLC), as
successor in interest to Sea-Land Service, Inc., together with the addendum thereto dated
October 2, 1990, as amended by the Amendment to Sublease, Easement and Preferential
Use Agreement dated May 31, 2000, and Amendment #1 dated May 1, 2002, (Previously
filed as an exhibit to the Registrant’'s Registration Statement on Form S-1 (File

No. 333-123073), originally fited on March 2, 2005)

Amendment #2 dated February 27, 2003 to Preferential Use Agreement dated October 2,
1990 between the City of Unalaska and Horizon Lines of Alaska, LLC (formerly known as
CSX Lines of Alaska, LLC). (Previously filed as an exhibit to Amendment No. 3 to the
Registrant's Registration Statement on Form S-1 (File No. 333-123073), filed on July 29,
2005)

Form of Directors’ and Qfficers’ Indemnification Agreement. (Previously filed as an exhibit
to Amendment No. 6 to the Registrant’s Registration Statement on Form S-1 (File
No, 333-123073), filed on September 19, 2005)

Employment Agreement dated as of September 16, 2005, between Horizon Lines, LLC
and John V. Keenan. {Previously filed as an exhibit to Amendment No. 6 to the
Registrant’s Registration Statement on Form S-1 (File No. 333-123073), filed on
September 19, 2005)

First Amendment to Employment Agreement dated as of December 20, 2003, between
Horizon Lines and John V. Keenan. (Incorporated by reference to the Report on Form 8-K
of the Company filed on December 21, 2005)

Horizon Lines, Inc., Equity Incentive Plan (Previously filed as an exhibit to Amendment
No. 6 to the Registrant's Registration Statement on Form S-1 (File No. 333-123073), filed
on September 19, 2005)

Amended and Restated Equity Incentive Plan (Incorporated by reference to the Report on
Form 8-K of the Company filed on Cctober 24, 2005)

Horizon Lines, Inc., Employee Stock Purchase Plan (Previously filed as an exhibit to
Amendment No. 6 to the Registrant's Registration Statement on Form S-1 (File
No. 333-123073), filed on September 19, 2005)

Form of Registration Rights Agreement (Previously filed as an exhibit to Amendment No. 6
to the Registrant's Registration Statement on Form S-1 (File No. 333-123073), filed on
September 19, 2005)

Amendment No. 1 to Amended and Restated Credit Agreement, dated as of September
22, 2005, by and among Horizon Lines, LLC, UBS AG, Stamford Branch, as administrative
agent, the lenders from time to time party thereto and other parties thereto (Incorporated
by reference to the Company’s Report on Form 10-Q for the fiscal quarter ended
September 25, 2005)
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Description

10.31

10.32

10.33

10.34

10.35

10.36

10.37

10.38

10.39

10.40"

21

23.1°
31.1°

31.2*

321"

3227

Amendment to Horizon Lines Holding Corp. Stock Option Plan (Incorporated by reference
to the Report on Form 8-K of the Company filed on October 24, 2005}

Stock Option Award Agreement (Incorporated by reference to the Report on Form 8-K of
the Company filed on April 11, 2006)

Bareboat Charter Agreement dated as of April 7, 2006, by and among HL Eagle and
Horizon Lines, LLC. (Previously filed as an exhibit to the Registrant’s Registration
Statement on Form S-1 (File No. 333-134270), filed on May 19, 2006)

Bareboat Charter Agreement dated as of April 7, 2006, by and among HL Falcon and
Horizon Lines, LLC. (Previously filed as an exhibit to the Registrant's Registration
Statement on Form S-1 (File No. 333-134270), filed on May 19, 2006)

Bareboat Charter Agreement dated as of April 7, 2008, by and among HL Hunter and
Horizon Lines, LLC. (Previously filed as an exhibit to the Registrant's Registration
Statement on Form S-1 (File No. 333-134270), filed on May 19, 2006)

Bareboat Charter Agreement dated as of April 7, 2006, by and among HL Tiger and
Horizon Lines, LLC. (Previously filed as an exhibit to the Registrant's Registration
Statement on Form S-1 (File No. 333-134270), filed on May 19, 2006)

Bareboat Charter Agreement dated as of April 7, 2006, by and among HL Hawk and
Horizon Lines, LLC. (Previously filed as an exhibit to the Registrant's Registration
Statement on Form S-1 (File No. 333-134270), filed on May 19, 2006)

Restricted Stock Agreement dated as of February 1, 2006, among Horizon Lines, Inc. and
John Handy (Previously filed as an exhibit to the Registrant’s Registration Statement on
Form S-1 (File No. 333-134270), filed on May 19, 2006}

Amendment No. 2 to Amended and Restated Credit Agreement, dated as of April 7, 2008,
by and among Horizon Lines, LL.C, UBS AG, Stamford Branch, as administrative agent, the
lenders from time to time party thereto and other parties thereto (Previously filed as an
exhibit to Amendment No. 1 to the Registrant’s Registration Statement on Form S-1 (File
No. 333-134270), filed on June 2, 2006)

Amendment No. 3 to Amended and Restated Credit Agreement, dated as of December 12,
2006, by and among Horizon Lines, LLC, UBS AG, Stamford Branch, as administrative
agent, the lenders from time to time party thereto and other parties thereto

List of Subsidiaries of Horizon Lines, Inc. (Previously filed as an exhibit to the Registrant's
Registration Statement on Form S-1 (File No. 333-123073), originally filed on March 2, 2005)

Consent of Independent Registered Public Accounting Firm

Certification of Chief Executive Officer pursuant to Rules 13a-14 and 15d-14, as adopted
pursuant to Section 302 of Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer pursuant to Rules 13a-14 and 15d-14, as adopted
pursuant to Section 302 of Sarbanes-Oxley Act of 2002

Certification of Chief Executive Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of Sarbanes-Oxley Act of 2002

Certification of Chief Financial Officer pursuant to 18 U.S.C. Section 1350, as adopted
pursuant to Section 906 of Sarbanes-Oxley Act of 2002

* Filed herewith

t+  Portions of this document were omitted and filed separately pursuant to a request for confidentia!
treatment in accordance with Rule 406 of the Securities Act.

t+ Portions of this document were omitted and filed separately pursuant to a request for confidential
treatment in accordance with Rule 24b-2 of the Exchange Act.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of
1934, the Registrants have duly caused this report to be signed on its behalf by the
undersigned thereunto duly authorized, on the 2 day of March 2007,

HORIZON LINES, INC.

By: /st CHARLES G. RAYMOND

Charles G. Raymond
Chalrman, Chief Executive Officer and President

Pursuant to the requirements of the Securlties Exchange Act of 1934, this report has been
signed below by the following persons on behalf of the Registrants and in the capacities and on
the 2 day of March 2007.

Signature Title
/s/ CHARLES BAYMOND Chairman, Chief Executive Officer and
Charles G. Raymond President

{Principal Executive Officer)

/s! M. MARK URBANIA Senior Vice President and
M. Mark Urbania Chief Financial Officer
(Principal Financial Officer and Principal
Accounting Officer)
/8! James G. CAMERON Director

James G. Cameron

/s/ Dan A. CoLussy Director
Dan A. Colussy

/s/  EmBNIE L. DANNER Director
Ernie L. Danner

/s/  James W. DowN Director
James W. Down

/s! WiLLiAM J. FLYNN Director
William J. Flynn
/s/ MARCEL FOURNIER Director

Marcel Fournier

fs! THomas M. HICKEY Director
Thomas M. Hickey

/s/ FRANCIS JUNGERS Director
Francls Jungers

/s/ NORMAN Y. MINETA Director
Norman Y. Mineta
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders
Horizon Lines, Inc.

We have audited the accompanying consolidated balance sheets of Horizon Lines, Inc. as of
December 24, 2006 and December 25, 2005, and the related consolidated and combined statements
of operations, cash flows, and changes in stockholders’ equity of Horizon Lines, Inc. for the year ended
December 24, 2006 and December 25, 2005 and for the period from July 7, 2004 through
December 26, 2004, and of Predecessor A for the period from December 22, 2003 through July 6,
2004. Our audits also included the financial statement schedule listed in the Index at Item 15(a). These
financial statements and schedule are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements and schedule based on our audits.

We conducted our audits in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement. An
audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the
financial statements. An audit also includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financial statement presentation.
We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the consolidated financial position of Horizon Lines, Inc. at December 24, 2006 and December 25,
2005, and the consolidated and combined results of their operations and their cash flows for the years
ended December 24, 2006 and December 25, 2005 and for the period from July 7, 2004 through
December 26, 2004, and of Predecessor A for the period from December 22, 2003 through July 6,
2004 in conformity with U.S. generally accepted accounting principles. Also, in our opinion, the related
financial statement schedule, when considered in relation to the basic financial statements taken as a
whole, presents fairly in all material respects the information set forth therein.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the effectiveness of Horizon Lines, Inc's internal control over financial
reporting as of December 24, 2006, based on criteria established in Internal Control-Integrated
Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission and
our report dated February 28, 2007 expressed an unqualified opinion thereon.

/sf Ernst & Young LLP

Charlotte, North Carolina
February 28, 2007




Report of Independent Registered Public Accounting Firm
The Board of Directors and Shareholders of Horizon Lines, Inc.

We have audited management’'s assessment, included in the accompanying Management's
Report on Internal Control Over Financial Reporting, that Horizon Lines, Inc. maintained effective
internal control over financial reporting as of December 24, 2006, based on criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the
Treadway Commission {the COSO criteria). Horizon Lines, Inc.’s management is responsible for
maintaining effective internal control over financial reporting and for its assessment of the effectiveness
of internal control over financial reporting. Our responsibility is to express an opinion on management’s
assessment and an opinion on the effectiveness of the company's internal control over financial
reporting based on our audit.

Woe conducted our audit in accordance with the standards of the Public Company Accounting
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether effective internal control over financial reporting was maintained
in all material respects. Our audit included obtaining an understanding of internal control over financial
reporting, evaluating management’s assessment, testing and evaluating the design and operating
effectiveness of internal control, and performing such other procedures as we considered necessary in
the circumstances. We believe that our audit provides a reasonable basis for our opinion.

A company’s internal control over financial reporting is a process designed to provide reasonable
assurance regarding the reliability of financial reporting and the preparation of financial statements for
external purposes in accordance with generally accepted accounting principles. A company’s internal
control over financial reporting includes those policies and procedures that (1} pertain to the
maintenance of records that, in reasonable detail, accurately and fairly reflect the fransactions and
dispositions of the assets of the company; (2) provide reasonable assurance that transactions are
recorded as necessary to permit preparation of financial statements in accordance with generally
accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide
reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use, or
disposition of the company’s assets that couid have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are subject
to the risk that controls may become inadequate because of changes in conditions, or that the degree
of compliance with the policies or procedures may deteriorate.

In our opinion, management’s assessment that Horizon Lines, Inc. maintained effective internal
control over financial reporting as of December 24, 2006, is fairly stated, in all material respects, based
on the COSO criteria. Also, in our opinion, Horizon Lines, Inc. maintained, in ali material respects,
effective internal control over financial reporting as of December 24, 2006, based on the COSO criteria.

We also have audited, in accordance with the standards of the Public Company Accounting
Oversight Board (United States), the consolidated balance sheets of Horizon Lines, Inc. as of
December 24, 2006 and December 25, 2005, and the related consoclidated and combined statements
of operations, cash flows, and changes in stockholders’ equity of Horizon Lines, Inc. for the year ended
December 24, 2006 and December 25, 2005 and for the period from July 7, 2004 through
December 26, 2004, and of Predecessor A for the period from December 22, 2003 through July 8,
2004 and our report dated February 28, 2007 expressed an unqualified opinion thereon.

/s/ Emst & Young LLP

Charlotte, North Carolina
February 28, 2007




Horizon Lines, Inc.

Consolidated Balance Sheets
(in thousands, except per share data)

December 24, 2006 December 25, 2005

Assets

Current assets:
Cashandcashequivalents...................covnnin $ 03,949 $ 41,450
Accounts receivable, netof allowance ................. 120,732 119,838
Deferredtax asset.......coveeiiiieinnieeriaennnns 11,586 16,380
Materials and supplies ..ot 24,658 26,355
Othercurmrent assels .. ....cvveei i vciai e 8,266 6,439
Totalcurrentassets. .......oviiieiin e 259,191 210,462
Property and equipment, net.................oooiiei 188,652 200,597
GOOAWIl . o oot e i 306,724 306,724
Intangible assets, net .......... ...l 167,882 191,502
Other long-termassets .. ..., 22,580 18,034
Total @SSElS. ..o oottt e $945,029 $927,319

Liabitities and Stockholders’ Equity
Current liabilities:

Accountspayable.............ooiiiii i $ 28,322 $ 22,368

Current portion of long-termdebt. ..................... 6,758 2,500

Other accrued liabilities .............. .. cieein 126,548 118,483

Total current liabilities. ...t 161,628 143,351

Long-term debt, netofcurrent. .. ... 503,708 527,568
Deferred tax liability . . ...t 31,339 61,880
Deferred rent. . ... e e 36,003 40,476
Other long-term liabilities ..............cooo i, 4,074 2,284
Total liabilities. .. ..o oo e 736,752 775,559

Stockholders’ equity:

Common stock, $.01 par value, 50,000 shares authorized
and 33,591 and 33,544 issued and outstanding at
December 24, 2006 and December 25, 2005,

respectively . ... 336 336
Additional paid incapital . ........... ..o 179,599 179,590
Accumulated other comprehensive (loss) income ........... {1,011) 74
Retained earnings {accumulated deficit) ................... 29,353 (28,240)

Total stockholders' equity .................onvitts 208,277 151,760
Total liabilities and stockholders’ equity............ $945,029 $927,319

The accompanying notes are an integral part of these consolidated financial statements.
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Horizon Lines, Inc. and Predecessor Company

Consolidated and Combined Statements of Operations
(in thousands, except per share amounts)

Horlzon Lines, inc. Predecessor A
For the For the
period period For the For the perlod
December 26, December 27, period July 7, December 22,
2005 through 2004 through 2004 through 2003 through
December 24, December 25, December 26, July 06,
2006 2005 2004 2004
Operatingrevenue. ....................... $1,156,892 $1,006,156  $481,898 $4908,430
Operating expense:
Operating expense (excluding
depreciation expense) .............. 896,311 867,307 377,468 402,875
Depreciation and amortization ......... 50,223 51,141 24 633 20,937
Amortization of vessel dry-docking . . ... 14,652 15,766 7,118 8,743
Selling, general and administrative . . . .. 98,286 114,639 41,482 43,323
Miscellaneous expense ............... 1,449 649 269 1,891
Total operating expense .......... 1,060,921 1,049,502 450,970 477,769
Operatingincome. . ....................... 95,971 46,654 30,928 20,661
Other expense {income);
Interest expense,net ................. 48,552 51,357 21,770 5111
Interest expense—preferred units of
subsidiary ................ ...l —_ — —_ 2,686
Loss on early extinguishment of debt. .. 581 13,154 — -—
Other (income) expense, net ... ....... {187) 26 15 7
Income (loss) before income taxes......... 47,025 {17,883) 9,143 12,857
Income tax expense (benefit) .. ............ (25,332) 438 3,543 4,896
Netincome{loss)......................... 72,357 {18,321) 5,600 7.961
Less: accretion of preferred stock .......... _ 5,073 6,756 —
Net income (loss) available to common
stockholders ........................... $ 72357 $ (23,394) $ (1,156) $ 7,961
Net income (loss) per share available to
common stockholders:
BasiC............ii e, $ 216 § (1.05) % (.07) $ 995
Diluted ...t $ 214 % (1.05) $ (.07) $ 894
Number of shares used in calculations:
BasiC........ooi i e 33,551 22,377 15,585 800
Diluted ... 33,772 22,382 15,585 890
Dividendspershare ...................... $ 044 § 0.11 — —

The accompanying notes are an integral part of these consolidated and combined financial statements.
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Horizon Lines, Inc. and Predecessor Company

Consolldated and Combined Statements of Cash Flows
(in thousands)

Horizon Lines, Inc. Predecessor A

For the perlod For the perlod For the perlod | For the period
December 26, December 27, July 7,2004 | December 22,
2005 through 2004 through through 2003 through
December 24, December 25, December 26, July 6,
2006 2005 2004 2004

Cash flows from operating activitles:

Netincome (JOSS) . ... .enr i $ 72,357 $(18,321) $ 5800 $ 7.961

Adjustments to reconcile net income (loss) to net cash
provided by (used in) operaling activities:

Depraciation . .......ooveeren i 30,676 31,580 15,187 19,385
Amortization of intangibles ........... ... 19,547 19,561 0,446 1,552
Amonrtization of vessel dry-docking ...................oes 14,652 15,766 7.118 8,743
Amortization of deferred financingcosts ................. 3,990 3,363 1,303 550
Deferred incoma taxes . ........ov i iinneiecainanas (25,088) (7,438) 4,644 2,968
Loss {gain) on equipmentdisposals ..................... 242 (993) (140} 24
Loss on early extinguishment ofdebt.................... 581 13,154 —_ —
Accration on 11% seniordiscountnotes . ................ 8,174 12,057 549 —_
Accretion of preferred units of subsidiary................. — — — 2,686
Stock based compensation. .......... coiiieiieaann 949 19,052 — 1,765
Tax (deficiency) benefit from exercise of stock options .. ... {1,289} 5,495 9,494 —_
Changes in operating assets and liabilities:
Accounts receivable .. ... ... ...l (894) (9,037) 8,633 (13,678)
Materials and supplies . .......oovriiii i 1,819 {5,309) (161} (3.020)
Other CUITent @sSetS . ....ouvver i iiiiraaenaarnas (1.827) 9,845 (8,390) {6,152)
Accounts payable. ......... ...l 5,954 (2,907) (3,203) 200
Accrued fiabilities. ... ... e 5,057 8,965 26,079 {13,152)
Vessel dry-docking payments. . ....... ... e (16,815) (16,038) {2,075) (10,198)
Other assetsfliabilities. .. .............cooiiiiiiininnn (3,561) (2,464) (1,287) (2,562)
Net cash provided by (used In) operating
activities . . ... i 115,524 76,376 72,797 (2,928)
Cash flows from investing activities:
Purchases of equipment ........c..ccoiiiiiiiiniiiaiiins (21,288) {41,234) {11,000} (21,889)
Acquisition of company.........ccoiiiiiiiiiii i — — {663,031) -
Transaction costs associated with acquisition ............ — — (246) —
Proceeds from sale of equipment .............. ol 2,192 2417 354 1,399
QOther investing activities ... (244) — —_ (150}
Net cash used in Investing activities .. ................ {19,340) (38,817) (673,923) {20,640)
Cash flows from financing activities:
Initiat capitalization of Company.................. .. —_ _ 87,027 —
Issuance oflongtermdebt ... —_— - 682,819 —
Borrowing under revolving credit facility. . ................ — — 6,000 —
Payment on revolving credit facifity...................... — — (6,000} -
Payment of financing costs ...t (1,182) (1,754) (4,800) -
Sale of S10CK . . ...t e — 1,108 20,655 —
Proceeds from exercise of stock options................. 10 — — -_
Tax (deficiency) benefit from exercise of stock options . ... 1,289 {5,495) — _
initial public offering proceeds ...l —_ 143,750 — —
Costs associated with initial public offering. .. ............ (158) (15,717) — —
Payments of long-termdebt ...l {28,776) (98,696) (70,625) —
Payment of interest on convertibledebt. ................. — _— (3,508) . —
Redemplion Premiums . ...o.oo.vvvreenoreasaninaninas — {9,522) _ —
Redemption of preferred stock ... ... — (62,689) {53,613) —
Dividend to stockholders . ... .......oviiiiiiiraianens (14,764) (3,680) —_— —_
Payments on capital lease obligation.................... {195) {(170) (65) (87)
Net cash provided by (used In) financing
activities .. ... {43,685) {52,875) ° 657,892 (87)
Net increase {decrease) in cash and cash equivalents . .. .. 52,499 (15,316) 56,766 {23,655)
Cash and cash equivalents at beginning of period......... 41,450 56,766 - 41,811

Cash and cash equivalents atend ofperiod . .............. $ 93,949 $ 41,450 $ 56,766 $ 18,156

The accompanying notes are an integral part of these consolidated and combined financial statements.

F-5



Horizon Lines, Inc. and Predecessor Company

Consolidated and Combined Statements of Changes in Stockholders’ Equity

Predecessor A

Stockholders’ equity at
December 21, 2003 ...
Grant of stock options ... ..
Change in fair value of
interest rate contract . . .
Net income for the period
December 22, 2003
through July 6, 2004 ...

Comprehensive Income ..

Stockholders’ equity at
July 6, 2004

Horizon Lines, Inc.

Stockholders’ equity at
July 7, 2004
Initial capitalization. ... ...
Sale of stock
Tax benefit from stock
option deduction. ......
Other...................
Accretion of discount on
preferred stock ........
Net income for the period
July 7, 2004 through
December 26, 2004 . . ..
Change in fair value of
fuel fixed priced
contract. ..............
Unrealized loss on
pension...............

Comprehensive income . .

Stockholders’ equity at
December 26, 2004 . ..

(in thousands)

Accumulated

Additionat Other

Common Common Paid In Retained Comprehensive Stockholders’

Shares Stock Capital Earnings Loss Equity
BOO $ 8 $79,992 $17,162 $(302) $ 96,860
— - 1,765 — — 1,765
— — — — 286 286
8,247
800 $ 8 $81,757 $25,123 $ (16) $106,872

Accumulated
Additional Retained Other

Common Common Paid in Earnings Comprehensive Stockholders’

Shares Stock Capital {Loss Income {Loss) Equity

- $— $§ — $ — $ — $  —
12,703 127 13,566 -_— —_ 13,693
2,874 28 3,365 — — 3,393
— - 9,494 — — 9,494
768 8 105 —_ —_ 113
- —  (6.756) — (6.756)
— — — 5,600 —_ 5,600
— — — — 129 129
—_ —_ — — (58) (58)
5,671
16,345  $163  $26,530 $(1,156) 3 7N $ 25,608




Horizon Lines, In¢c. and Predecessor Company

Consolidated and Combined Statements of Changes in Stockholders’ Equity—(Continued)
{(in thousands)

Accumulated
Additional Retained Other
Common Commen  Paidin Earnings Comprehensive Stockholders'

H_or_l_gw& Shares Stock Capital (Lossg Income {Loss) Equlty
Issuance of restricted stock. . . ... 1855 $20 $§ 634 % — $ — $ 654
Restricted stock compensation. . . —_ -_ 18,952 — —_ 18,952
Exercise of stock options........ 969 9 (9) —_ — —
Initial public offering ............ 14,375 144 143,606 — — 143,750
Costs associated with initial

public offering................ — —_ (15,717) — — (15,717)
Tax benefit from exercise of stock

options . ........... ...l — — 5,495 - — 5,495
Dividend to shareholders........ —_ —_ — (3,690) - {3,690)
Stock based compensation. ..... — — 99 - — a9
Accretion of discount on preferred

stock........ccooiiiint T — - — {5,073) _ (5,073)
Netloss ......ccovvevvraaiint, — - —  (18,321) —_ (18,321)
Unrealized gain on pension. ... .. — — —_ — 58 58
Change in fair value of fuel

contract ........c..iiiiiiint, — — — — (55) (55)
Comprehensive income (loss) ... (18,318)
Stockholders' equity at

December 25,2005.......... 33,544 336 179,590 (28,240) 74 151,760
Exercise of stock options........ 24 — 101 — — 101
Costs associated with initial

public offering................ — - (221) - — (221)
Tax deficiency from exercise of

stock options. ................ — — (1,289} — — (1,289)
Dividend to shareholders......... — — —  (14,764) — (14,764)
Stock based compensation...... — - 949 — — 949
Stock issued under Employee

Stock Purchase Plan ......... 23 — 469 — — 469
Netincome .............cooent — — —_ 72,357 — 72,357
Change in fair value of fuel

contract .............. ... —_ — — — (74) (74)
Comprehensive income ......... 72,283
Adjustment to apply SFAS 158,

netoftax.................... — — — — {1,011) {1,011)
Stockholders’ equity at

December 24,2006 .......... 33,591 $336 $179,599 $ 29,353 $(1,011) $208,277

The accompanying notes are an integral part of these consolidated and combined financial statements.
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Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements

1. Basis of Presentation and Operations

On July 7, 2004, Horizon Lines, Inc. {the “Company”), formerly known as H-Lines Holding Corp.
was formed as an acquisition vehicle to acquire the equity interest in Horizon Lines Holding Corp.
{*HLHC"}). The Company was formed at the direction of Castle Harlan Partners IV, L.P. (“CHP IV"), a
private equity investment fund managed by Castle Harlan, Inc (“Castle Harlan"). HLHC, a Delaware
corporation, operates as a holding company for Horizon Lines, LLC (*HL"), a Delaware corporation and
wholly-owned subsidiary and Horizon Lines of Puerto Rice, Inc. (“HLPR") a Delaware comoration and
wholly-owned subsidiary. HL operates as a domestic liner business with primary service to ports within
the continental United States, Puerto Rico, Alaska, Hawaii, and Guam. HL also offers terminal services
and ground transportation services. HLPR operates as an agent for HL and also provides terminal
services in Puerto Rico. The Company, during the period from February 27, 2003 through July 6, 2004,
is referred to as "Predecessor A.”

On December 6, 2004, H-Lines Finance Holding Corp. ("HLFHC") was formed as a wholly-owned
subsidiary of the Company. HLHFC, subsequent to its incorporation, issued 11% senior discount
notes. The proceeds from these notes were distributed to the Company.

The accompanying consclidated and combined financial statements include the consolidated
accounts of the Company and its majority owned subsidiaries as of December 24, 2006 and
December 25, 2005 and the related consolidated statements of operations, stockholders’ equity and
cash flows commencing on July 7, 2004. All significant intercompany accounts and transactions have
been eliminated.

On July 7, 2004, the Company, H-Lines Subcorp., a wholly owned subsidiary ot the Company,
Predecessor A, a majority-owned subsidiary of Carlyle-Horizon Partners, L.P., and TC Group, LLC., an
affiliate of Carlyle-Horizon Partners, L.P., amended and restated a merger agreement dated as of
May 22, 2004, between the same parties, and, pursuant to such amended and restated merger
agreement, H-Lines Subcorp. merged, on such date, with and into Predecessor A, with Predecessor A
as the surviving corporation (such merger, the “Merger”). Upon the consummation of the Merger, the
issued and outstanding shares of the common stock of Predecessor A and the outstanding options
granted by Predecessor A to purchase shares of its common stock were converted into the right to
receive the applicable portion of the aggregate merger consideration of approximately $676.0 million,
whereupon the Company became the holder of all of the outstanding common stock of Predecessor A.
The Merger was accounted for using the purchase method of accounting; accordingly, the
consideration paid was allocated based on the estimated fair market values of the assets acquired and
liabilities assumed. The excess of the consideration paid over the estimated fair market value of the net
assets acquired, including separately identifiable intangible assets, approximated $3086.7 million, and
was allocated to goodwill,

The following table sets forth the allocation of the purchase price in connection with the Merger
{in thousands):

WOrKIng Capital . ... ...u e e $ 66,710
Property & equipment .. ... ... ... e 188,863
GoodWIll ... e e e 306,724
Customer contracts and trademarks ............cooiiiininneeennnnn. 201,475
Deferred financing costs . ............ .. i 18,991

Long-term liabilities .......... .o (126,184)
(] (5 1= SR 7= 19,421

Purchase price ........ ...ttt $ 676,000




Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

The foliowing unaudited pro forma information presents the results of operations of the Company
as if the Merger had taken place at the beginning of each respective period. Pro forma adjustments
have been made to reflect additional interest expense from debt associated with the Merger (in
thousands):

For the Perlod from December 22, 2003
through July 6, 2004

{Unaudited)
Operating reveNUE . .. ......oiuiii et ses $498,430
Operating iNCOME. . .. ... ottt et a e eanees 20,036
T2 o YR (2,451)

The unaudited pro forma results have been prepared for comparative purposes only and do not
purport to be indicative of the results of operations that would have occurred had the Merger occurred
at the beginning of the periods.

For the period from December 21, 2003 through July 7, 2004 the consolidated accounts and the
condensed and consolidated statements of operations and cash flows represents that of
Predecessor A. All significant intercompany accounts and transactions have been eliminated.

2. Significant Accounting Policies
Cash and Cash Equivalents

Cash and cash equivalents of the Company consist principally of cash held in banks and
temporary investments having a maturity of three months or less at the date of acquisition,

Allowance for Doubtful Accounts and Revenue Adjustments

The Company maintains an allowance for doubtful accounts based upon the expected
collectibility of accounts receivable based upon its historical collection experience. The Company
monitors its collection risk on an ongoing basis through the use of credit reporting agencies. The
Company does not require collateral from its trade customers.

In addition, the Company maintains an allowance for revenue adjustments consisting of amounts
reserved for billing rate changes that are not captured upon load initiation. These adjustments
generally arise: (1) when the sales department contemporaneously grants small rate changes (“spot
quotes”) to customers that differ from the standard rates in the system; (2) when freight requires
dimensionalization or is reweighed resulting in a different required rate; (3) when billing errors occur;
and (4) when data entry errors occur. When appropriate, permanent rate changes are initiated and
reflected in the system. These revenue adjustments are recorded as a reduction to revenue.

The allowance for doubtful accounts and revenue adjustments approximated $5.0 million at
December 24, 2006 and $6.1 million at December 25, 2005, respectively.

Materials and Supplies

Materials and supplies consist primarily of fuel inventory aboard vessels and inventory for
maintenance of property and equipment. Fuel is carried at cost on the first in, first out {FIFQ) basis,
while all other materials and supplies are carried at average cost.
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Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—{Continued)

Property and Equipment

Property and equipment are stated at cost. Certain costs incurred in the development of
internal-use software are capitalized. Routine maintenance, repairs, and removals other than vessel
drydockings are charged to expense. Expenditures that materially increase values, change capacities
or extend useful lives of the assets are capitalized. Depreciation and amortization is computed by the
straight-line method over the estimated useful lives of the assets or over the terms of capitai leases.
The estimated useful lives of the Company's assets are as follows:

Buildings, chassisandcranes....................... ..., 25 years
CoMtaINerS ... . e e e 15 years
VBSSEIS . .. e 20-40 years
SOfWare . .. e 3 years
L {7 T 3-10 years

The Company evaluates long-lived assets for impairment whenever events or changes in
circumstances indicate that the carrying amount of an asset may not be recoverable. When
undiscounted future cash flows will not be sufficient to recover the carrying amount of an asset, the
asset is written down to its fair value.

Vessel Drydocking

Vessels must undergo regular inspection, monitoring and maintenance, referred to as drydocking,
to maintain the required operating certificates. United States Coast Guard regulations generally require
that vessels be drydocked twice every five years. Because drydockings enable the vessel to continue
operating in compliance with U.S. Coast Guard requirements, the costs of these scheduled
drydockings are customarily capitalized and are then amortized over a 30-month period beginning with
the accounting period following the vessel’s release from drydock.

The Company takes advantage of vessel drydockings to also perform normal repair and
maintenance procedures on the vessels. These routine vessel maintenance and repair procedures are
charged to expense as incurred. In addition, the Company will occasionally during a vessel drydocking,
replace vessel machinery or equipment and perform procedures that materially enhance capabilities of
a vessel. In these circumstances, the expenditures are capitalized and depreciated over the estimated
useful lives.

Intangible Assets

Intangible assets consist of goodwill, customer contracts, trademarks, and deferred financing
costs all of which are related to the Merger on July 7, 2004. The Company amortizes customer
contracts using the straight line method over the expected useful lives of 8 to 10 years. The Company
afso amortizes trademarks using the straight line method over the expected life of the related
trademarks of 15 years. The Company amortizes debt issue cost using the effective interest method
over the term of the related debt.

In accordance with Statement of Financial Accounting Standards (“SFAS™) No. 142 “Goodwill and
Other Intangible Assets,” goodwill and other intangible assets with indefinite useful lives are not
amortized but are subject to annual undiscounted cash flow impairment tests. At least annually, or
sooner if there is an indicator of impairment, the fair value of the reporting unit is calculated. |§ the
calculated fair value is less than the carrying amount, an impairment loss is recognized.
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Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

Revenue Recognition

The Company accounts for transportation revenue based upon method two under Emerging
Issues Task Force No. 91-9 “Revenue and Expense Recognition for Freight Services in Process”.
Under this method the Company records transportation revenue and an accrual for the corresponding
costs to complete delivery when the cargo first sails from its point of origin. The Company believes this
method of revenue recognition does not result in a material difference in reported net income on an
annual or quarterly basis as compared to recording transportation revenue between accounting periods
based upon the relative transit time within each respective period with expenses recognized as
incurred.

Terminal and other service revenue and related costs of sales are recognized as services are
performed.

Casualty and Other Reserves

The Company maintains insurance for casualty, property and health claims. Most of the
Company's insurance arrangements include a level of self-insurance. Reserves are established based
on the value of cargo damaged and the use of current trends and historical data for other claims.
These estimates are based on historical information along with certain assumptions about future
events.

Derivative Instruments

The Company accounts for derivative instruments in accordance with SFAS No. 133, “Accounting
for Derivative Instruments and Hedging Activities,” as amended, which requires all derivative
instruments be recognized in the financial statements at fair value.

The Company occasionally utilizes derivative instruments tied to various indexes to hedge a
portion of its exposure to bunker fuel price increases. These instruments consist of fixed price swap
agreements. The Company does not use derivative instruments for trading purposes. Credit risk
related to the derivative financial instruments is considered minimal and is managed by requiring high
credit standards for its counterparties.

Predecessor A used derivative financial instruments to manage its exposure to movements in
interest rates. The use of these financial instruments modified the exposure of these risks with the
intent to reduce the risk to Predecessor A. Predecessor A did not use financial instruments for trading
purposes, nor did it use leveraged financial instruments. Credit risk related to the derivative financial
instruments was considered minimal and was managed by requiring high credit standards for its
counterparties and periodic settlements.

Changes in fair value of derivative financial instruments are recorded as adjustments to the
assets or liabilities being hedged in the statement of operations or in accumulated other
comprehensive income {loss), depending on whether the derivative is designated and qualifies for
hedge accounting, the type of hedge transaction represented and the effectiveness of the hedge.
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Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

Income Taxes

The Company accounts for income taxes under the liability method whereby deferred tax assets
and liabilities are measured using enacted tax laws and rates expected to apply to taxable income in
the years in which the assets and liabilities are expected to be recovered or settled. The eifects on
deferred tax assets and liabilities of subsequent changes in the tax laws and rates are recognized in
income during the year the changes are enacted. Deferred tax assets are reduced by a valuation
allowance when, in the judgment of management, it is more likely than not that some portion or all of
the deferred tax assets will not be realizable.

The American Jobs Creation Act of 2004 (“the Act”) instituted an elective alternative tax on
qualifying shipping activities (“tonnage tax”) for corporations operating U.S.-flag vessels in U.S. foreign
trade, as defined in the Act. During 2008, after evaluating the merits and requirements of the tonnage
tax, the Company elected the application of the tonnage tax instead of the federal corporate income tax
on income from its qualifying shipping activities. As the Company expects to continue to qualify for
application of the tonnage tax, deferred tax assets and liabilities relating to the qualifying shipping
activities are measured using an effective tax rate of zero.

Stock-based Compensation
Horizon Lines, Inc. Stock Options

On September 16, 2005, the Board of Directors of Horizon Lines, Inc. authorized the issuance of
up to an aggregate of 3,088,668 shares of common stock. The Company early adopted SFAS No. 123
(revised 2004), “Share-Based Payment” (“SFAS 123R") in the fourth quarter of fiscal year 2005. SFAS
123R covers a wide range of share-based compensation arrangements including stock options,
restricted share plans, and employee stock purchase plans.

In applying SFAS 123R, the value of each equity-based award is estimated on the date of grant
using the Black-Scholes option-pricing model. The Black-Scholes mode! takes into account volatility in
the price of our stock, the risk-free interest rate, the estimated life of the equity-based award, the
closing market price of our stock and the exercise price. Due to the lack of trading activity since our
stock became publicly traded, we base our estimates of stock price volatility on the average of (i) our
historical stock price over the period in which it has been publicly traded and (i) historical volatility of
similar entities commensurate with the expected term of the equity-based award; however, this
estimate is neither predictive nor indicative of the future performance of our stock. The estimates
utilized in the Black-Scholes calcutation involve inherent uncertainties and the application of
management judgment. In addition, we are required to estimate the expected forfeiture rate and only
recognize expense for those options expected to vest.

Predecessor A Stock Options

As permitted by SFAS No. 123, "Accounting for Stock-based Compensation” (*SFAS 123",
Predecessor A chose to continue to account for stock-based compensation using the intrinsic value
method prescribed in Accounting Principles Board (“APB”) Opinion No. 25, “Accounting for Stock
Issued to Employees, and its related interpretations.” Accordingly, compensation cost for stock options
was measured as the excess, if any, of the quoted market price of Predecessor A’s stock at the date of
the grant over the amount an employee must pay to acquire the stock. Had compensation costs been
determined based on the fair value at the grant date consistent with provisions of SFAS 123,
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Horizon Lines, Inc. and Predecessor Company
Notes to Consoclidated and Combined Financial Statements—(Continued)

Predecessor A’s pro forma net income and earnings per share would have been impacted as follows
(in thousands, except per share amounts):

For the Perlod
December 22,
2003 through
July 6,
2004
Netincome asreported . ... ... e e e e $ 7,961
Deduct: total stock-based compensation expense determined under the fair value
method netof related tax effects ..........c.. o i {2,055)
Add: total stock-based compensation expense recorded under APB25 ................ 1,765
Proforma Net NGO . ... i e e e e e $ 7671
Basic net income per share:
ASTBPOMEA . ... .. i $ 9.95
Lo (o Y (o711 1= Y N $ 959
Diluted net income per share:
AS PEPOMEH . . .\ttt ittt et et e e e $ 894
[ (o 38 0] {1 4= O $ 862

The pro forma results reflect amortization of fair value of stock options over the vesting period.
The weighted average fair value of options granted in fiscal year 2003 was estimated to be $100, as
determined by Predecessor A's Board of Directors. The fair value of options granted was estimated at
the date of grant using the Black-Scholes Option Pricing Model with the following weighted average
assumptions:

Expected life of option . ... . i e e 10 years
T (=Y R (= =< = | (- OO 5%
Expected volatility of Stock . ... ... 0%
Expected dividend yielt. . .. ... i e 0%

On September 26, 2005, all options outstanding under Predecessor A’s option plan, as amended
on September 20, 2005, were exercised. There are no options outstanding or issuable under
Predecessor A's stock option plan, as amended.

Restricted Shares

In January 2005, the Company entered into stock subscription agreements and restricted stock
agreements with certain members of management. The subscription agreements provided for the
purchase and sale of common stock to certain members of management at $0.35 per common share
payable in cash and a secured promissory note. Common stock sold under the agreement of
1,724,619 shares totaled $0.6 million. Promissory notes totaled $0.3 million. All of these shares vested
in full upon the consummation of the Company’s initial public offering (see note 4 for more information
on the Company's initial public offering). The Company recorded compensation expense based on the
numbers of shares that vested during the period and the estimated fair value at the measurement date.
Total compensation expense related to the restricted stock recorded during 2005 was $16.6 million.

in January 2005, the Company entered into stock purchase agreements with certain directors of
the Company. The agreements provided for the sale of 130,051 shares of common stock at $0.35 per
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Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

share. These shares vested in full at the time of the sale. The Company recorded compensation
expense of $1.3 million, which was based on the number of shares and the estimated fair value at the
measurement date.

During March 2005, the principal shareholder and its affiliates and associates, sold 104,050
shares of Horizon Lines, Inc. common stock to two directors of the Company. The company treated
this transaction as if a contribution had been made to the Company by the principal shareholder and its
affiliates and associates, and the Company recorded compensation charges totaling $1.0 million. The
compensation expense was based on the number of shares and the estimated fair value at the
measurement date.

Pension and Post-retirement Benefits

The Company has a noncontributory pension plan and a post-retirement benefit plan covering
certain union employees. Costs of these plans are charged to current operations and consist of several
components that are based on various actuarial assumptions regarding future experience of the plans.
In addition, certain other union employees are covered by plans provided by their respective union
organizations. The Company expenses amounts as paid in accordance with union agreements.

Amounts recorded for the pension plan and the post-retirement benefit plan reflect estimates
refated to future interest rates, investment returns, and employee turnover. The Company reviews alt
assumptions and estimates on an ongoing basis.

As of December 24, 2006, we adopted Statement No. 158 (“SFAS 158"), “Employers’ Accounting
for Defined Benefit Pension and Other Postretirement Plans, an amendment of Statements No. 87, 88,
106, and 132(R),” (“SFAS 158"), which requires the recognition of the overfunded or underfunded
status of its defined benefit and post-retirement benefit plans as an asset or liability, with changes in
the funded status recognized as an adjustment to the ending balance of other accumulated
comprehensive income in the year they occur. The pension plan and the post-retirement benefit plan
are in an underfunded status and upon adoption in December 2006, we recorded a decrease to
accumulated other comprehensive income of $1.0 million, net of tax.

Computation of Net Income (Loss) per Share

Basic net income (loss) per share is computed by dividing net income (loss) by the weighted daily
average number of shares of common stock outstanding during the period. Diluted net income (loss)
per share is computed using the weighted daily average number of shares of common stock
outstanding for the period plus dilutive potential common shares, including stock options and warrants
using the treasury-stock methed and from convertible preferred stock using the “if converted” method.

Fiscal Period

The fiscal period of the Company typically ends on the last Sunday before the last Friday in
December. For fiscal year 2006, the fiscal period began on December 26, 2006 and ended on
Dscember 24, 2006. For fiscal year 2005, the fiscal period began on December 27, 2004 and ended on
December 25, 2005. For the 2004 period, the fiscal period of the Company began on July 7, 2004, the
date of the Merger, and closed on December 26, 2004.

Reclassifications
Certain prior period balances have been reclassified to conform with current period presentation.
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Use of Estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America requires management to make estimates, assumptions and
to use judgment that affect the amounts reported in the financial statements and accompanying notes.
Actual results may differ from those estimates.

Recent Accounting Pronouncements

In September 20086, the Financial Accounting Standards Board (the “FASB”) issued SFAS 158.
SFAS 158 does not change how pensions and other postretirement benefits are accounted for and
reported in the income statement. The required transition method of adoption is a prospective
application and recognizing the funded status of a company’s benefit plans requires an offsetting
adjustment to the ending balance of accumulated other comprehensive income in shareholders equity.
As discussed above, during the fourth quarter of 2006, the Company recorded a decrease to
accumutated other comprehensive income of $1.0 million to reflect the underfunded status of it post-
retirement and pension plans.

In September 2006, the FASB issued Statement No. 157 ("SFAS 1577), “Fair Value
Measurements,” which addresses how companies should measure fair value when they are required to
use a fair value measure for recognition or disclosure purposes under generaily accepted accounting
principles. As a result of SFAS 157 there is now a common definition of fair value to be used
throughout GAAP. The FASB believes that the new standard will make the measurement of fair value
more consistent and comparable and improve disctosures about those measures. SFAS 157 is
effective for fiscal years beginning after November 15, 2007. The Company does not believe the
adoption of SFAS 157 will have a material impact on its consolidated statement of operations or
financial position.

In July 20086, the FASB issued Interpretation No. 48 (“FIN 48"), “Accounting for Uncertainty in
Income Taxes, an interpretation of FASB Statement No. 109.” FIN 48 clarifies the accounting for
income taxes by prescribing the minimum recognition threshold a tax position is required to meet
before being recognized in the financial statements. FIN 48 also provides guidance on derecognition,
measurement, classification, interest and penalties, accounting in interim periods, disclosure and
transition. FIN 48 applies to all tax positions related to income taxes. FIN 48 is effective for fiscal years
beginning after December 15, 2006. Differences between the amounts recognized in the statements of
financial position prior to the adoption of FIN 48 and the amounts reported after adoption will be
accounted for as a cumulative-effect adjustment recorded to the beginning balance of retained
earnings. The Company is in the process of determining the financial impact the adoption of FIN 48 will
have on its consolidated statement of operations or financial position.

Supplemental Cash Flow Information
Non-cash activities consist of the following (in thousands):

Horizon Lines, Inc. Predecessor A
Forthe period  For the perlod For the perlod For the perlod
December 26, December 27, July 7, December 22,
2005 through 2004 through 2004 through 2003 through
December 24, December 25, December 26, July 6,
2006 2005 2004 2004

Notes payable in conjunction with the
acquisition of beneficial interest in
vesseltrusts ................ooiunn. $ — $4,513 $ — $ —

Equity retained by management in
connection with the initial capitalization
oftheCompany...................... — —_ 12,969 —
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Cash payments (receipts) for interest and income taxes were as follows (in thousands):

Horizon Lines, Inc. Predecessor A
For the perlod  For the period For the period For the period
December 26, December 27, July 7, December 22,
2005 through 2004 through 2004 through 2003 through
December 24, December 25, December 26, July 6,
2006 2005 2004 2004
Interest....... ... ... ... ... ..., $36,693 $36,476 $13,288 $3,999
Incometaxes .......................... 868 (7.319) 4,070 154

3. SFL. Agreements

In Aprit 2006, the Company completed a series of agreements with Ship Finance Internaticnal
Limited and certain of its subsidiaries (“SFL") to charter five new non-Jones Act qualified container
vessels, each with a capacity of 2,824 twenty-foot equivalent units (“TEUS") and capable of a service
speed of up to 23 knots (the “new vessels”). All five of the new vessels are being built in a South
Korean shipyard pursuant to contracts between the shipyard and various third parties (the “sellers”). To
date, two of the vessels have been delivered. One of the delivered vessels is being chartered by the
seller until the second quarter 2007 when the vessel will be delivered to the Company. The second
vessel (the “Horizon Hunter”) was delivered to the Company on November 30, 2006 and the Company
is currently sub-chartering this vessel until deployment in the Company’s trade routes in March 2007.
The new vessels are expected to be deployed, over a five menth period in 2007, on the Company's
trade routes between the U.S. west coast and Asia and Guam. This deployment will enable the
Company to redeploy Jones Act qualified active vessels to other Jones Act routes. Upon the
deployment of the new vessels, the redeployment of certain Jones Act qualified vessels, and the
shifting of certain older vessels to the Company's standby fleet, the average age of an active vessel in
the Company’s fleet, will by reduced from 31 years to 20 years.

The contractual arrangements with SFL and its subsidiaries include an Agreement to Acquire and
Charter to which HL is a party and pursuant to which SFL and its subsidiaries are required to acquire
the new vessels from the sellers and then ¢harter them to HL. SFL Holdings has entered into five
separate memoranda of agreement (“the MoAs") with the sellers pursuant to which the new vessels will
be acquired from the sellers following their completion. Upon the delivery of each vessel to SFL
Holdings by the applicable seller, SFL Holdings will transfer the vessel to one of its wholly-owned
subsidiaries (the “Shipowner”). In connection with each such transfer, the transferred vessel will be
reflagged as a U.S. vessel and bareboat chartered by the applicable Shipowner to HL. The bareboat
charter for each new vessel is a “hell or high water” charter, and the obligation of HL to pay charter hire
thereunder for the vessel is absolute and unconditional. The estimated aggregate annual charter hire
for all of the five new vessels is approximately $32.0 million, based on certain assumptions with
respect to final vessel price and applicable interest rates that will be adjusted on the date of the
delivery of the particular vessel. Under the charters, HL is responsible for crewing, insuring,
maintaining, and repairing each vessel and for all other operating costs with respect to each vessel.
The term of each of the bareboat charters is twelve years from the date of delivery of the related
vassel, with a three year renewal option exercisable by HL. In addition, HL. has the option to purchase
all of the new vessels following the five, eight, twelve, and, if applicable, fifteen year anniversaries of
the date of delivery at pre-agreed purchase prices. If HL elects to purchase all of the vessels after the
five or eight year anniversary date, it will have the right to assume the outstanding debt under the
Fortis Capital Corp. (“Fortis”} credit facility, and the amount of the debt so assumed will be credited
against the purchase price paid by it for the vessels. If HL elects not to purchase the new vessels at
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the end of the initial twelve-year period and the Shipowners sell the new vessels for less than a
specified amount, HL is responsible for paying the amount of such shortfall, which shall not exceed
$3.8 million per new vessel. If the new vessels are to be sold by the Shipowners to an affiliated party
for less than a different specified amount, HL has the right to purchase the new vessels for that
different specified amount.

In order to facilitate the charter of the new vessels, the contractual arrangements with SFL and its
subsidiaries include various agreements that support the obligations of SFL and its subsidiaries to the
seilers under the memoranda of agreement and the syndicate of bank lenders led by Fortis that is
providing the debt financing for the acquisition. In order for HL to secure certain of its obligations to
SFL, SFL Holdings, and the SFL Shipowners under the Reimbursement Agreement, HL delivered
letters of credit to Fortis in an aggregate amount of $29.3 million. These letters of credit were
comprised of $25.5 million issued as collateral for SFL's obligations in respect of security deposits for
three of the new vessels and $3.8 million was issued as collateral for SFL's obligations with respect to
interest-rate swap breakage fees. Letters of credit totaling $8.5 million and $0.8 million relating to
collateral for SFL’s obligations in respect of security deposits for the Horizon Hunter and collateral for
SFL’s obligations with respect to interest-rate swap breakage fees, respectively, were cancelled upon
delivery of the Horizon Hunter. The remaining letters of credit will be cancelled upon the return by the
sellers to SFL Holdings of the security deposits that the sellers received from SFL Holdings pursuant to
certain of the memoranda of agreement.

Although HL is not the primary beneficiary of the variable interest entities created in conjunction
with the SFL transactions, HL has an interest in the variable interest entities. Certain contractual
obligations and off-balance sheet obligations arising from this transaction include the annual operating
lease obligations, the letters of credit, the residual guarantee, and the security deposits guarantee. The
Company will account for the leases as operating leases, and has included lease costs associated with
the Horizon Hunter in its consolidated statement of operations for the periods after delivery on
November 30, 2006. The residual guarantee will be recorded at its fair value of approximately $0.2
million as a liability on the Company’s balance sheet upon commencement of the bareboat charters.
The security deposits guarantee is currently recorded on the balance sheet and will be removed upon
delivery of each vessel.
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4. Initial Public Offering and Related Transactions
Initial Public Offering

On September 30, 2005, the Company issued and sold 12,500,000 shares (the “Initial Shares”) of
its common stock, in an initial public offering (referred to herein as the “initial public offering™), at a price
of $10.00 per share, less the underwriters’ discount of 7% per share. On October 14, 2005, the
Company issued and sold an additional 1,875,000 shares (the “Additional Shares”) of its common
stock to the underwriters of its initial public offering at a price of $10.00 per share, representing the
initial public offering price to the public, less the underwriters’ discount of 7% per share. These shares
were issued and sold pursuant to the exercise in full by the underwriters of their option to purchase
additional shares from the Company granted to them with respect to the initial public offering. Sources
and uses are as follows {in thousands):

Sources y_z_;_ei
Common stock proceeds ............. $143,750 Redeem Series A Preferred Stock... $ 62,158
Availablecash....................... 40,000 Redeem 9% seniornotes........... 52,986(a)
Payment of prepayment premium on
9% seniornotes ................. 4,769(b)
Payment of accrued interest on 9%
seniornotes..................... 66
Redeem 11% senior discount
NoteS .. ... 43,210(a)(c)
Payment of prepayment premium on
11% senior discount notes. . ... ... 4,753(b)
Underwriter discounts and
commissions.................... 8,790
Other fees and expenses........... 6,018(d)
Totalsources. ....................... $183,750 Totaluses...........oovviveennu.. $183,750

(@) Voluntary redemption of $40.0 million and $12.9 million of 9% senior notes occurred on
November 2, 2005 and November 21, 2005, respectively. Voluntary redemption of $40.3 million
and $2.9 million accreted value of 11% senior discount notes occurred on November 2, 2005 and
November 21, 2005, respectively.

(b} The Company recorded a loss on early extinguishment of debt of $13.2 million in fiscal 2005. The
loss on extinguishment is comprised of the following:

Prepayment premiums on 9% Senior NOES ... .....uienen i iniinennn.. $ 4,769
Write-off of deferred financing fees associated with early payment of 9% senior

10 1,898
Prepayment premiums on 11% seniordiscountnotes. .. ........................ 4,753
Wirite-off of deferred financing fees associated with early prepayment of 11%

SeNIOr diSCOUNt MOES . ... o i e i s 1,734
Loss on early extinguishmentofdebt........... ... .. ... ... ... ... ... ... $13,154

{c} Senior discount notes are issued by H-Lines Finance Holding Corp. $43.2 million represents
accreted value of senior discount notes and $56.0 million of principal balance of senior discount
notes at maturity.

(d) Other fees and expenses primarily include legal and accounting fees.
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The following unaudited pro forma combined financial statements are based on our historical
consolidated financial statements, and are adjusted to give effect to the consummation of the issuance
and sale by the Company of the Initial Shares and the Additional Shares pursuant to the initial public
offering, the use of proceeds therefrom, and other related transactions, as if, in each case, such
transactions occurred as of December 27, 2004 (in thousands, except per share amounts).

For the Year ended December 25, 2005

(Unaudited)

Offering-
Related
Transactions Pro-Forma

Historical Adjustments Consolldated
Operating revenUe. .. ..ottt i i i aeaenennn $1,096,156 $ —  $1,096,156
Operating expense:
Operating @Xpense . ........c.coiier i einianneenns 867,307 — 867,307
Depreciation and amortization ......................... 51,141 — 51,141
Amortization of vessel dry-docking..................... 15,766 — 15,766
Selling, general and administrative . .................... 114,639 (30,394)(1) 84,245
Miscellaneous expense ... ..ot iiiiiiineinan 649 — 649
Total operating expense ..............ccveeiennn.. 1,049,502 (30,394) 1,019,108
Operatingincome ... ... oiiiiiiiiiiiiiaiann, 46,654 30,394 77,048
Other expense (income):
Interestexpense, net ........ ... .. i 51,357 (8,780)(2) 42 577
Loss on early extinguishmentofdebt. .................. 13,154 — 13,154
Otherexpense,net............. .. ..., 26 26
Income {loss) before incometaxes............. ...l {17,883) 39,174 21,291
Income tax expense ... ... 438 8,086 8,524
Netincome {losS). ... i e s (18,321} 31,088 12,767
Less: accretion of preferredstock .............. ... ... .. 5,073 {5,073)(3) —
Net income (loss) available to common stockholder.......... $ (23,394) $36,161 § 12,767
Net income per share:
BaSIC. . ... e $ 0.38
Diluted .. ..o e $ 0.38
Number of shares used in calculations:
2T T o 4) 33,544
Diluted ..o e (4) 33,570
(1) Adjustment represents the following:
Elimination of managementfees ........... ... ... i i o, $ 9,698
Elimination of non-employee directors stock compensation and executive
restricted stock compensation .......... .. e 18,953
Elimination of other transaction-related expenses............... ... ... oo 1,743
Total pro forma adjustment to selling, general, and administrative
= L= LT =T $30,394

(2) Reflects the change in interest expense as a result of early payments of $52,986 on the
outstanding 9% senior notes and $43,210 on the outstanding 11% senior discount notes. This
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adjustment also represents a change in interest expense attributable to a 0.25% reduction in the
margin applicable to the term loan facility. The changes in interest expense are as follows:

Reduction of interest expense on early payment of 9% seniornotes .............. $4,172
Reduction of interest expense on early payment of 11% senior discount notes. . . .. 3,793
Reduction of interest expense from 0.25% reduction in interest rate on term loan . . 465
Reduction of amortization of deferred financecosts.................. ... ... 350

Total pro forma adjustment to interestexpense. ............................ $8,780

(3} Represents the elimination of the accretion of the Series A preferred stock.

{4) The following table provides a reconciliation between the number of common shares on a basic
and diluted basis to give effect to the consummaticn of the issuance and sale by the Company of
the [nitial Shares and the Additicnal Shares pursuant to the initial public offering, as if, in each
case, such transactions occurred as of December 27, 2004 (in thousands):

For the year ended
December 25, 2005

Reconciliation of number of common shares:

Basic-actual ... ... . 22,377
Adjustments:
Issuance of non-employee directors stock compensation and executive

restricted stock compensation(a)............. ... i, 104
Issuance of shares in conjunction with common stock offering (b)........ 9,558
Issuance of shares in conjunction with exercise of underwriter's

OPHON (C). ..o e 1,505
BasiC-PrO OrMa. . e e 33,544
Assumed exercise of employee stock options (d). ................ ... .. 26
Diluted-proforma ... ... e e e e 33,570

(a) Reprssents incremental impact as if 1,854,671 restricted shares had been issued

(b) Represents incremental impact as if 12,500,000 common shares had been issued

(c) Represents incremental impact as if 1,875,000 common shares had been issued

(d} On September 27, 2005, the Company granted nonqualified stock options under its equity incentive
plan to members of management to purchase up to 705,100 sharas in the aggregate of the
Company’'s common stock at a price per share equal to the initial public offering price per share.

5. Shelf Registration and Secondary Offerings
Secondary Offerings

On November 15, 2006, the Company filed an automatic shelf registration statement on Form S-3.
The shelf registration statement, which became effective upon filing with the SEC, registered for resale
(and other dispositions) 2,678,894 outstanding shares of the Company's common stock. All of these
shares were held by Castle Harlan Partners IV, L.P. and its co-investor Stockwell Fund, L.P. and their
respective affiliates and associates (the “existing selling stockholders™. The Company did not receive any
proceeds from any resales or other dispositions under the shelf registration statement. The existing
selling stockholders priced a registered public secondary oftering of 2,355,083 shares of the Company's
common stock pursuant to the shelf registration statement. The Company incurred approximately $0.4
million in fees associated with the shelf registration during 2006. Such fees are included within selling,
general, and administrative expenses in the consolidated statement of operations.
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On September 15, 2006, the Company completed a secondary offering of 5,300,000 shares of its
common stock, all of which were sold by stockholders of the Company. In addition, the stockholders of
the Company completed the sale of a further 795,000 shares of common stock to the underwriters of
the secondary offering pursuant to the exercise in full of the underwriters’ option to purchase additional
shares. The Company did not receive any proceeds from the sale of stock under the secondary
offering. The Company incurred approximately $0.8 million in fees associated with the secondary
offering during 2006. Such fees are included within selling, general, and administrative expenses in the
consolidated statement of operations.

On June 18, 2006, the Company completed a secondary offering of 5,750,000 shares of its
common stock, all of which were sold by stockholders of the Company. In addition, the stockholders of
the Company completed the sale of a further 862,500 shares of common stock to the underwriters of
the secondary offering pursuant to the exercise in full of the underwriters’ option to purchase additional
shares. The Company did not receive any proceeds from the sale of stock under the secondary
offering. The Company incurred approximately $0.9 million in fees associated with the secondary
offering during 2006. Such fees are included within selling, general, and administrative expenses in the
consolidated statement of operations.

6. Property and Equipment

Property and equipment consist of the following (in thousands):

December 24, December 25,

2006 2005
A LYY ) - P $137.129 $135,164
(07011 0= 1111=) = SRR AN 27,682 27,420
0 3 =111 =T e 14,535 13,453
L7 -1 1= 1= S 15,903 13,997
Machinery &equipment . ... ... o e 19,716 17,322
Facilities & land improvement . .................. .. . il 8,416 5,508
SOWAIE . ..o e s 29,887 30,149
Construction IN Progress. .. ..ovvv vt iie i ca e 7,715 1,244
Total property andequipment . ... 260,983 244 257
Accumulated depreciation ............ i (72,331) {43,660)
Property and equipment,net......... ... .. ..o oo $188,652 $200,597

The majority of our depreciation expense is related 1o our vessels and capitalized software.
Depreciation expense related to our vessels was $10.9 million, $9.3 million and $4.4 million for the
years ended December 24, 2006 and December 25, 2005 and the twelve months ended December 26,
2004, respectively. Depreciation expense related to capitalized software was $9.6 million, $9.7 million,
and $9.6 million for the years ended December 24, 2006 and December 25, 2005 and the twelve
months ended December 26, 2004, respectively.

F-21



Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—{Continued)

7. Intangible Assets

Intangible assets consist of the following (in thousands):

December 24, December 25,
2005

2006

CUSIOMEr COMIACES ... . et et e e e e e ianas $137.675 $137,675

TrademMarkS ..o e e e e e 63,800 63,800

Deferred finance Costs ... ... i e 23,075 23,158
Total intangibles with definitelives......................... 224,550 224,633

Less: accumulated amortization . ............... ... . L. (56,668) {(33,131)
Net intangibles with definite lives ... ....................... 167,882 191,502

GoodWill .. e 306,724 306,724
Total intangible assets, net .............. ... ...l $474,606 $498,226

in December 2006, the Company wrote off approximately $0.6 million of net deferred finance
costs in conjunction with a $25.0 million prepayment of its term loan. In 2005, the Company wrote off
$1.2 million and $1.7 million in net deferred finance costs related to the 9% senior notes and the 11%
senior discount notes, respectively, in conjunction with the early redemption of indebtedness.

Estimated aggregate amortization expense for each of the succeeding five fiscal years is as
follows (in thousands):

Fiscal Year Ending

2007 L e $22,451
2008 L e e 22,439
000 L. e e 22,317
1 22,080
20T e e e 21,076

8. Other Accrued Liabilities

Other accrued liabilities consist of the following (in thousands):

December 24, December 25,

2006 2005

Marine Operations. ... ... ... ittt $ 9,452 $ 11,236
Terminal operations. ...t e 12,400 9,537
Vessel and rolling stockrent ....... ... ... .. ... . ..., 26,649 24,735
Vessel operations. ........... S 18,608 22,049
Fuel .. e 10,899 9,043
BONUS ottt e e e 10,500 8,347
[y £ =T (R 7,219 6,636
Other liabilities. . ... ... e e s 30,821 26,900

Total other accrued liabilities. ... ... .. $126,548 $118,483
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9. Long-Term Debt
Long-term debt consists of the following {in thousands}):

December 24, December 25,

2006 2005

Seniorcreditfacility ......... ... $219,375 $246,875
0% SeNIOTNOIES ...ttt et e 197,014 197,014
11 SENIOT MBS .. .. ittt ir e it aanees 89,564 81,666
Notes issued by the owner trustees of the owner trusts and which

are secured by mortgages on the vessels owned by such

AT 11 (= SO 4,513 4513
Total debt obligations. ... 510,466 530,068
Cumrent Portion .......oveiei i e (6,758) {2,500)

Long-term debt, netofcurrent................. ... $503,708 $527,568

Senior Credit Facility

On July 7, 2004, HL and HLHC entered into a senior credit facility with various financial lenders,
which was amended and restated on April 7, 2005 and amended again on September 22, 2005.

In April 2006, the senior credit facility was further amended to (i) increase the aggregate amount
of letters of credit permitted under the Pre-Existing Horizon Credit Agreement to $41.0 million and (i) to
permit Horizon Lines or any of its subsidiaries to guarantee, directly or indirectly, up to $42.5 million of
the obligations of SFL and/or any of its subsidiaries or affiliates in connection with the charter by
Horizon Lines of the Vessels from the Shipowners. The Horizon Letters of Credit were issued by UBS
AG, Stamford Branch, pursuant to the Pre-Existing Horizon Credit Agreement, as amended by
Amendment No. 2. The Horizon Letters of Credit will be retumned to Horizon Lines following the release
to SFL Holdings of the SFL Security Deposits for the Vessels.

On December 12, 20086, the senior credit facility was further amended to include: 1) increasing
the revolving credit facility to $75 million; 2) increasing the additional term loan borrowing availability to
$75 million; 3) raising the annual capital spending limit to $40 million, exclusive of vessel and
equipment lease buyouts; 4) allowing for 100% carryover of unutilized permitted annual capital
spending; 5) increasing maximum restricted payments on a rolling four quarters basis to $36 million; 6)
providing 100% credit for voluntary loan prepayments on the required annual excess cash flow sweep
now commencing in 2007; and 7) increasing permitted acquisitions to $120 million annually and to
$200 miltion over the life of the facility.

The term loan matures on July 7, 2011 and the revolving credit facility matures on July 7, 2009
No amounts were outstanding under the revolving credit facility as of December 24, 2006 or
December 25, 2005. However, $26.6 million and $6.9 million of availability under the revolving credit
facility was utilized for outstanding letters of credit as of December 24, 2006 and December 25, 2005,
respectively.

Principal payments of approximately $0.6 million are due quarterly on the term loan facility
through June 30, 2010, at which point quartedy payments increase to $52.7 million until final maturity
on July 7, 2011. In December 2006, the Company made a $25.0 million voluntary prepayment on its
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term loan facility. Borrowings under the term loan facility bear interest at HL and HLHC's choice of
LIBOR or the base rate, in each case, plus an applicable margin. The margin applicable to the term
loan facility is equal to 1.25% for base rate loans and 2.25% for LIBOR loans, The interest rate at
December 24, 2006 approximated 7.6%. HL. and HLHC are also charged a commitment fee on the
daily unused amount of the revolving credit facility during the availability period based upon a rate of
0.50%.

The senior credit facility requires HL and HLHC to meet a minimum interest coverage ratio and a
maximum leverage ratio. In addition, the senior credit facility contains restrictive covenants which will,
among other things, limit the incurrence of additional indebtedness, capital expenditures, investments,
dividends, transactions with affiliates, asset sales, acquisitions, mergers and consolidations,
prepayments of other indebtedness, liens and encumbrances and other matters customarily restricted
in such agreements. it also contains certain customary events of default, subject to grace periods, as
appropriate. HL and HLHC were in compliance with all such covenants as of December 24, 2006. The
senior credit facility is secured by the assets of HL and HLHC.

Senior Notes

On July 7, 2004, HL and HLHC completed an offering of $250.0 million in principal amount of 9%
senior notes. The 9% senior notes mature on November 1, 2012. Interest on the 9% senior notes
accrues at the rate of 9% per annum and is payable in cash semi-annually on May 1 and November 1
of each year. The 9% senior notes are the general unsecured obligations of HL and HLHC and rank
equally with the existing and future unsecured indebtedness and other obligations of HL and HLHC
that are not, by their terms, expressly subordinated in right of payment to the 9% senior notes and
senior in right to any future subordinated debt. On or after November 1, 2008, November 1, 2009 and
November 1, 2010, HL and HLHC may redeem the 9% senior notes, in whole or in part, at a
redemption price equal to 104.5%, 102.5% and 100.5%, respectively, of the principal amount. in
addition, at any time prior to November 1, 2008, HL and HLHC can redeem all or a part of the notes at
a redemption price equal to 100% of the principal amount of the 9% senior notes plus an applicable
premium (as defined in the indenture), and accrued and unpaid interest to the redemption date. Also,
at any time before November 1, 2007, HL and HLHC may, at their option, use net cash proceeds of
one or more qualified equity offerings to redeem up to 14% of the principal amount of the 9% senior
notes issued under the indenture at a redemption price of 109% of the principal amount of the 9%
senior notes, plus accrued and unpaid interest. HL and HLHC used $57.8 million of the proceeds of the
issuance and sale of the Initial Shares and the Additional shares to redeem $53.0 million of the
principal amount of the 9% senior notes and pay associated redemption premiums of $4.8 mitlion.

Senior Discount Notes

On December 10, 2004, HLFHC completed an offering of $160.0 million in principal amount of
11% senior discount notes. The 11% senior discount notes were issued at a discount from their
principal amount at maturity and generated gross proceeds of approximately $112.3 million. The 11%
senior discount notes mature on April 1, 2013. Until April 1, 2008, the notes will accrete at the rate of
11% per annum, compounded semiannually on April 1 and October 1 of each year, beginning
October 1, 2005, to but not including April 1, 2008. Beginning on April 1, 2008, cash interest will accrue
at the rate of 11% per annum and will be payable in cash semi-annually in arrears on each April 1 and
October 1, commencing October 1, 2008. The 11% senior discount notes are the general unsecured
obligations of HLFHC and rank equally with the existing and future unsecured indebtedness and other
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obligations of HLFHC that are not, by their terms, expressly subordinated in right of payment to the
11% senior discount notes and senior in right to any future subordinated debt. On or after April 1,
2008, April 1, 2009 and April 1, 2010, HLFHC may redeem the 11% senior discount notes, in whole or
in part, at a redemption price equal to 105.5%, 102.75% and 100.0%, respectively, of the principal
amount, In addition, at any time prior to April 1, 2008, HLFHC can redeem all or a part of the notes at a
redemption price equal to 100% of the principal amount of the 11% senior discount notes plus an
applicable premium (as defined in the indenture). HLFHC used $48.0 million of the proceeds of the
Initial Shares and the Additional Shares to redeem $56.0 million of the principal amount at maturity, or
$43.2 million in accreted value, of the 11% senior discount notes and pay associated redemption
premiums of $4.8 million. In addition, during 2006, HL made a $1.3 million open market purchase of
HLFHC's 11% senior discount notes, which represented a $46 thousand premium to the accreted
value at the date of purchase.

Other Debt

During fiscal year 2005, HL assumed outstanding indebtedness of approximately $4.5 miltion in
connection with the acquisition of the rights and beneficial interests of the sole owner participant in two
separate owner trusts, the assets of which consist primarily of two vessels, the Horizon Enterprise and
the Horizon Pacific. The outstanding indebtedness secured by mortgages on the Horizon Enterprise
and the Horizon Pacific is $2.3 million and $2.2 million, respectively. Such indebtedness accrued at
10.6% per annum, with interest payments semi-annually in January and July of each fiscal year until
final maturity on January 1, 2007. Horizon Lines repaid the $4.5 million indebtedness assumed in
connection with this acquisition in January 2007.

Fair Value of Financial Instruments

The estimated fair values of the Company’s debt as of December 24, 2006 and December 25,
2005 were $528.5 million and $545.9 million, respectively. The fair value of the senior notes and senior
discount notes are based on quoted market prices. The fair value of the other long-term debt
approximates carrying value.

Annual maturities of long-term debt obligations are as follows (in thousands):

2 02 $ 6,757
2 0 0 < J UGS 2,244
22 0101 2,244
200 et e 54,423
20 ) I U 158,220
B 2T == 1= PR 299,519
$523,407"

* The annual maturities schedule includes the $102.5 million principal amount of the 11% senior
discount notes.

10. Net Income (Loss) Per Common Share

in accordance with SFAS 128, “Earnings Per Share,” basic net income (loss) per share is
computed by dividing net income (loss) by the weighted daily average number of shares of common

F-25




Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

stock outstanding during the period. Diluted net income (loss) per share is based upon the weighted
daily average number of shares of common stock outstanding for the period plus dilutive potential
common shares, including stock options using the treasury-stock method and from convertible stock
using the “if converted” method (in thousands, except per share amounts):

Horizon Lines, Inc. Predecessor A
For the perlod  For the perlod For the perliod For the period
December 26, December 27, July 7, 2004 December 22,
2005 through 2004 through through 2003 through
December 24, December 25, December 26, July 6,
2006 2005 2004 2004
NMumerator:

Netincome (loss) .................. $72,357 $(18,321) $ 5,600 $7.961
Less: Accretion of preferred stock........ — 5,073 6,756 —
Net income (loss) available to common

stockholders . ........................ $72,357 $(23,394) $(1,156) $7,961
Denominator:
Denominator for basic income (loss)
per common share:
Weighted average shares
outstanding.................. 33,551 22,377 15,585 __ 800
Effect of dilutive securities:
Stock based compensation .. ... 221 5 — 90
Denominator for diluted net income (loss)
percommonshare ................... 33,772 22,382 15,585 890
Basic net income (loss) per common
Share. ... $ 216 $ (1.05) $ (0.07) $ 9.95
Diluted net income (loss) per common
share.........ccooiiiiiiiii $ 214 $ (1.05) $ (0.07) $ 8.94

11. Preferred Stock/Units
Non-mandatorily Redeemable Series-A Preferred Stock

In connection with the initial public offering, the Company redeemed all shares of its non-voting
$.01 par value Series A Preferred Stock for $62.2 million. In addition, in January 2005, the Company
used a portion of a dividend from HLFHC to repurchase $0.5 million of its Series A preferred stock. The
Series-A Preferred stock was issued in conjunction with the capitalization of the Company. The
Company recorded these shares at their fair value in accordance with FAS No. 141 “Business
Combinations”. As the preferred shares had no coupon rate and no stated redemption period,
management determined that a 10% discount rate and a one year redemption pericd was appropriate.
The 10% discount rate was based upon a comparison to other similar offerings in the marketplace
considering terms such as coupon rates, conventibility, and voting rights. As management's intention at
the time of issuance of the preferred shares was to redeem the preferred shares within a year after
issuance, a one year period was utilized to accrete the shares to their redemption value. During 2005,
the Company recorded $5.1 miltion of accretion of its Series A Preferred stock. The Company
classified the value of these shares between liabilities and equity.
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Mandatorily Redeemable Preferred Units

In connection with the purchase transaction, Predecessor A issued 60,000 voting senior preferred
units to CSX. The holders of the outstanding senior preferred units were entitled to receive a
preferential return equal to 10% per annum, which accrued and was compounded annually, before any
distributions were made with respect to any other common units.

Predecessor A had the option to redeem the senior preferred units at any time after May 27,
2005, in whole at an amount equal to the unreturned capital contribution of the senior preferred units
plus accrued preferential returns. The senior preferred units were mandatorily redeemable by
Predecessor A at an amount equal to the unreturned capital contribution of the senior preferred units
plus accrued preferential returns at the earliest of February 27, 2010 ora change in control of
Predecessor A. After receiving appropriate approval, the Company redeemed $15.0 million of preferred
units during the year ended December 21, 2003.

In connection with the Merger on July 7, 2004, the remaining preferred units of Predecessor A
were redeemed at an amount equal to the unreturned capital contribution plus accrued preferential
returns totaling $58.9 million.

12. Derivative Financial Instruments

During 2006, 2005 and 2004, the Company entered into fuel swap contracts to fix the price of
fuel. The contracts were accounted for as cash flow hedges. Accordingly, the Company recorded the
fair value of the hedge contracts in other current assets and accumulated other comprehensive
income. There were no hedges outstanding as of December 24, 2006. The fair value of the hedges
approximated $0.1 million and $0.2 million at December 25, 2005 and December 26, 2004,
respectively.

13. Leases

The Company leases certain equipment and facilities under operating lease agreements.
Non-cancelable, long-term leases generally include provisions for maintenance, options to purchase at
fair value and to extend the terms. Rent expense under operating lease agreements totaled $71.6
million, $74.3 million and $35.9 for the year ended December 24, 2006 and December 25, 2005 and
the period from July 7, 2004 through December 26, 2004, respectively. Predecessor A leased certain
equipment and facilities under operating lease agreements. Non-cancelable, long-term leases
generally included provisions for maintenance, options to purchase at fair value and to extend the
terms. Rent expense under operating lease agreements totaled $43.5 million for the period from
December 22, 2003 through July 6, 2004,

The Company leases certain equipment under a capital lease agreement. This capital lease
agreement was assumed from Predecessor A. The net book value of this equipment totaled $0.3
million and $0.5 million at December 24, 2006 and December 25, 2005, respectively. Depreciation
expense for equipment under the capital lease totated $0.2 million for the year ended December 24,
2008, $0.2 million for the year ended December 25, 2005, $0.1 million for the period from July 7, 2004
through December 26, 2004 and $0.1 million for the period from December 22, 2003 through July 6,
2004.

F-27



Horizon Lines, Inc. and Predecessor Company

Notes to Consolidated and Combined Financial Statements—(Continued)

Future minimum lease obligations at December 24, 2006 are as follows (in thousands):

Non-Cancelable

Period Ending Operating Capital
December Leases Lease
20007 . e e e e $ 92,986 $193
2008, . . e e e 47,343 161
2000, L e e 45,891 -
2010, e 44,505 —
L0 27,587 —
Therealer. .. ... e e e 164,207 —
Total future minimum lease obligation. . ...... ... ... ... ... .. o i $422,519 354
Less: amounts representinginterest . . ............ ... oL 18
Present value of future minimum lease obligation ........................ ... 336
Current portion of capital lease obligation .................,................ 180
Long-term portion of capital lease obligation. . .............................. $156

The above operating lease amounts do not include anticipated payments of $20.7 miltion during
2007, $25.4 million during each year from 2008 to 2011 and $182.7 thereafter for the four new vessels
in which the Company has not yet taken delivery.

14. Related Parties

In February 2005, the Company sold promissory notes from certain members of management,
having an aggregate original principal balance of $0.3 miltion, together with the right to receive the
accrued but unpaid interest thereon, to its principal stockholder, CHP IV, for an aggregate purchase
price equal to the aggregate outstanding principal amount of these notes, plus all accrued but unpaid
interest thereon. The promissory notes were issued in conjunction with the issuance of restricted
shares to certain members of management,

During 2005 and the period July 7, 2004 through December 26, 2004, the Company recorded
$2.2 million and $1.5 million, respectively in selling, general, and administrative expenses related to a
management agreement with Castle Harlan. in addition, in connection with the initial public offering in
2005, the Company recorded a charge of $7.5 million related to the termination of the ongoing
management services and fee related provisions of the management agreement. During 2004, the
Company recorded $0.5 million in fees to Castle Harlan related to the issuance of the 11% senior
discount notes.

For the period December 22, 2003 through July 6, 2004 Predecessor A recorded $0.3 million in
management fees within seiling, general, and administrative expenses to its equity sponsor, the Carlyle
Group.

Predecessor A was a lessee in an operating sublease agreement with CSX. Predecessor A

leased containers and vessels under these agreements. Lease expense during the period
December 22, 2003 through July 6, 2004 totaled $16.6 million.
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15. Employee Benefit Plans
Savings Plans

The Company provides a 401(k) Savings Plan for substantially all of its employees who are not
part of collective bargaining agreements. Under provisions of the savings plan, an employee is
immediately vested with respect to Company contributions. The Company matches employee
contributions up to 6% of qualified compensation. The cost for this benefit totaled $2.1 million, $1.9
million and $0.8 million for the year ended December 24, 2006 and December 25, 2005 and for the
period July 7, 2004 through December 26, 2004, respectively. Prior to July 7, 2004 Predecessor A
maintained the plan. The total cost to Predecessor A for the period from December 22, 2003 through
July 6, 2004 totaled $1.0 million. The Company also administers a 401(k) plan for certain union
employees with no Company match.

Pension Plan

The Company sponsors a defined benefit plan covering approximately 30 union employees as of
December 24, 2006. The plan provides for retirement benefits based only upon years of service.
Employees whose terms and conditions of employment are subject to or covered by the collective
bargaining agreement between Horizon Lines and the International Longshore & Warehouse Union
Local 142 are eligible to participate once they have completed one year of service. Contributions to the
plan are based on the projected unit credit actuarial method and are limited to the amounts that are
currently deductible for income tax purposes. The Company recorded net periodic benefit costs of $0.4
million during the year ended December 24, 2006, the year ended December 25, 2005 and the twelve
months ended December 26, 2004. The plan was underfunded by $1.4 million and $1.3 million at
December 24, 2006 and December 25, 2005, respectively.

Post-retirement Benefit Plan

In addition to providing pension benefits, the Company provides certain healthcare (both medical
and dental) and life insurance benefits for eligible retired members (“post-retirement benefits”). For
eligible employees hired on or before July 1, 1996, the healthcare plan provides for post-retirement
health coverage for an employee who, immediately preceding his/her retirement date, was an active
participant in the retirement plan and has attained age 55 as of his/her retirement date. For eligible
employees hired after July 1, 1996, the plan provides post-retirement health coverage for an employee
who, immediately preceding his/her retirement date, was an active participant in the retirement plan
and has attained a combination of age and service totaling 75 years or more as of his/her retirement
date. The Company recorded net periodic benefit costs of $1.8 million during the year ended
December 24, 2006. The post-retirement benefit plan was underfunded by $2.2 million and $1.9 million
at December 24, 2006 and December 25, 2005, respectively.

Other Plans

Under collective bargaining agreements, the Company participates in a number of union-
sponsored, multi-employer benefit plans. Predecessor A also participated in a number of union-
sponsored, multi-employer benefit plans. Payments to these plans are made as part of aggregate
assessments generally based on hours worked, tonnage moved, or a combination thereof. Expense for
these plans is recognized as contributions are funded. The Company made contributions of
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$9.7 million, $10.0 million and $5.0 million during the years ended December 24, 2006 and

December 25, 2005 and the period from July 7, 2004 through December 26, 2004, respectively.
Predecessor A made contributions of $5.2 million during the period December 22, 2003 through July 6,
2004, A decline in the value of assets held by these plans, caused by performance of the investments
in the financial markets in recent years, may result in higher contributions to these plans. Moreover, if
the Company exits these markets, it may be required to pay a potential withdrawal liability if the plans
are underfunded at the time of the withdrawal. However, the Company is unable to determine the
potential amount of liability, if any, at this time. Any adjustments would be recorded when it is probable
that a liability exists and it is determined that markets will be exited.

16. Stock Based Compensation
Horizon Lines, Inc.

On December 24, 2006, the Company has two share-based compensation plans, which are
described in more detail below. The Company recorded expense of $0.9 millien in the year ended
December 24, 2006, related to all stock-based compensation. The total income tax benefit recognized
in the income statement for stock-based compensation arrangements was $0.1 miltion.

Stock Options

The Company maintains a stock plan for the grants of stock options and restricted stock awards
to officers and employees of the Company. On September 16, 2005, the Beard of Directors of Horizon
Lines Inc. authorized the issuance of up to an aggregate of 3,088,668 shares of common stock. As of
December 24, 2006, there were 1,657,993 shares of common stock reserved for issuance under the
stock plan. Stock options granted under these plans have been granted at an option price equal to the
closing market value of the stock on the date of the grant. Options granted under this plan have
10-year contractual terms and typically become exercisable after one or three years after the grant
date, subject to continuous service with the Company.

On July 27, 2006, the Compensation Committee of the Board of Directors of the Company (the
“Board of Directors™} approved the grant by the Company, pursuant to its Amended and Restated
Equity Incentive Plan, of nonqualified stock options to certain employees of the Company and its
subsidiaries to purchase an aggregate of 38,075 shares of its common stock at a price of $15.97 per
share. These options were granted on such date. No such option is currently vested or exercisable.
Each such option is scheduled to cliff vest and become fully exercisable on July 27, 2009, provided the
employee who was granted such option is employed by the Company and its subsidiaries on such
date. The Company recorded $22 thousand of compensation expense during the year ended
December 24, 20086 related to the options.

On April 7, 20086, the Board of Directors approved the grant by the Company, pursuant to its
Amended and Restated Equity Incentive Plan, of nonqualitied stock options to certain employees of the
Company and its subsidiaries to purchase an aggregate of 617,500 shares of its common stock at a
price of $12.54 per share. No opticn is currentfy vested or exercisable. These options were granted on
such date. Each such option is scheduled to cliff vest and become fully exercisable on April 7, 20089,
provided the employee who was granted such option is employed by the Company and its subsidiaries
on such date. The Company recorded $0.4 million of compensation expense during the year ended
December 24, 2006 related te the options. Nane of these options were exercised and 19,198 of these
options were forfeited during the year ended December 24, 2006.

F-30




Horizon Lines, Inc. and Predecessor Company
Notes to Consolidated and Combined Financial Statements—(Continued)

The weighted average grant date fair values of options granted during 2006 and 2005 were $1.51
and $2.87, respectively. The total fair value of shares vested during 2006 was $0.1 million. In
connection with the adoption of SFAS 123R, the Company estimates the fair value of each stock option
on the date of grant using a Black-Scholes option-pricing model, applying the following assumptions,
and amortizes the expense over the option’s vesting period using the straight-line attribution approach:

2005 2005
Expected dividend yield. .............c oo 2.8%-3.5% 4.7%
Expected stock price volatility ... 24.7%-26.2% 22.6%
Weighted average risk-free interestrate. . .....................oo 4.92%-5.00% 4.11%
Expected life of options (years) . ... 6.5 6.4

Significant assumptions used to estimate the fair value of the share-based compensation awards
are as follows:

Expected Life: The Company determined the expected life of the options utilizing the short-cut
method due to the lack of historical evidence regarding employees’ expected exercise behavior. Under
this approach, the expected term is presumed to be the mid-point between the vesting date and the
end of the contractual term.

Expected Volatility: Due to the lack of trading activity since our stock became publicly traded,
the Company bases its estimates of stock price volatility on the average of (i) our historical stock price
over the period in which it has been publicly traded and (ji) historical volatility of similar entities
commensurate with the expected term of the stock options.

The Company recognized approximately $0.7 million, or $0.02 per share, in compensation costs
within selling, general, and administrative expenses on the consolidated statement of operations and a
deferred tax asset of approximately $0.1 million during fiscal 2006. The Company will recognize an
additional $1.8 million in compensation costs using the straight line method over a weighted average
period of 1.9 years.

A summary of option activity under the Company’s stock plan as of December 24, 2006 and the
changes during 2006 are presented below:

Weighted-
Weighted- Average Agaregate
Average Remaining Intrinsic
Number of Exercise Contractual Value
Optlons Shares Price Term _(_years) (000's)
Outstanding at December 26,2004 .................. —
GraANEd . . oot e e 705,100 $10.00
EXerCised ... oo it —
Forfeited ... ..o it i —
QOutstanding at December 25,2005 .................. 705,100 10.00
Granted ... .o e 655,575 12.74
Exercised (8) .....coviiri e (31,938) 10.00
Forfeited .......ccvivriei it ei e (37.700) 11.289
QOutstanding at December 24,2006 .................. 1,291,037 $11.35 9.16 $20,975
Vested or expected to vest at December 24, 2006. . . .. 1,229,805 $11.35 9.16 $19,983
Exercisable at December 24, 2006................... 55,562 $10.00 8.89 $ 978

(a) The aggregate intrinsic value of stock options exercised during the year ended December 24,
2006 was $0.5 million
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Cash received from the exercise of stock options under the Company's stock plan for the year
ended December 24, 20086 was $0.1 million.

Restricted Stock
On February 1, 2006, the Company entered into a restricted stock agreement for 70,000 shares
with a member of management that cliff vest in full on February 1, 2011.

A summary of the status of the Company’s restricted stock awards as of December 24, 2006 and
the changes during 2006 is presented below:

Weighted-
Average
Fair Value
Number of at Grant
w Shares Date
Nonvested at December 25, 2005, .. ... i e e e —_
GEANTEA . ottt e e e e e 70,000 $12.57
U421 (= [ —
Foraited. ... o e e e e s —_
Nonvested at December 24, 2006. . ......oviiir et raaereennn 70,000 $12.57

The Company recorded $0.1 million of compensation expense related to restricted stock during
the year ended December 24, 2006. As of December 24, 2006, there was $0.7 million of total
unrecognized compensation expense related to restricted stock awards. That cost is expected to be
recognized over a weighted-average period of 4.1 years. No restricted stock awards vested during
2006.

Employee Stock Purchase Plan

On April 18, 2006, the Board of Directors voted to implement an employee stock purchase plan
(as amended, the “ESPP”) effective July 1, 2006. The Company has reserved 308,866 shares of its
common stock for issuance under the ESPP. Employees generally are efigible to participate in the
ESPP if they are employed before the beginning of the applicable purchase period, are customarily
employed more than five months in a calendar year and more than twenty hours per week, and are
not, and would not become as a result of being granted an option under the ESPP, 5% stockholders of
the Company or any of its designated subsidiaries. Participation in the ESPP will end automatically
upon termination of employment. Eligible employees are permitted to acquire shares of common stock
through payroll deductions within a percentage range of their salary as determined by the Company's
Compensation Committee. Such employee purchases are subject to maximum purchase limitations.

The ESPP is intended to qualify as an “employee stock purchase plan” under Section 423 of the
Internal Revenue Code of 1986, as amended. The ESPP will terminate on July 1, 2016 unless it
terminates earlier under the terms of the ESPP. The Board of Directors and the Compensation
Committee have the authority to amend, terminate or extend the term of the ESPP, except that no
action may adversely affect any outsianding options previously granted under the plan and stockholder
approval is required to increase the number of shares issued or to change the terms of eligibility. The
Board of Directors and the Compensation Committee are able to make amendments to the ESPP as it
determines to be advisable if the financial accounting treatment for the ESPP changes from the
financial accounting treatment in effect on the date the ESPP was adopted by the Board of Directors.
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In connection with the adoption of SFAS 123R, the Company estimates the fair value of each

share of stock using a Black-Scholes option-pricing model, applying the following assumptions, and
amortizes the expense over the plan purchase period using the straight-line attribution approach:

2006
Expected dividend yield. . ... . .. .. ... o 2.6%2.7%
Expected stock price volatility ................ i 26.7%-35.9%
Weighted average risk-free interestrate . ...l 4.88%-5.08%
Expected term (YEars) . ........vuirt v 0.25
Fairvalueatgrantdate ...........c.ooiniiiiiii e $2.17-$2.43

The Company recorded $0.1 million of compensation expense during the year ended December
24, 2006 related to participation in the ESPP. As of December 24, 2006, there was no unrecognized
compensation expense related to the ESPP.

Predecessor A

Predecessor A had a stock option plan under which options to purchase common stock were
granted to officers, key employees and directors at prices equal to fair market value on the date of
grant. Prior to the Merger on July 7, 2004, there were 90,138 shares of common stock reserved for
options under the pian. Thirty percent of stockholder options vested over a period of five years
commencing on December 31, 2003. The remaining seventy percent vested fourteen percent per year
over five years, if predetermined financial targets (as defined in the agreement) were met in the
respective years by the Company. All options vested in full in connection with the merger on July 7,
2004. Options granted and the weighted average price of those options totaled as follows prior to the
Merger on July 7, 2004:

Shares Welghted Average
Granted Optien Price

For the period December 22, 2003 through July 7,2004.......... 13,333 $199
For the period February 27, 2003 through December 21, 2003.... 76,805 $100

On September 26, 2005, all options outstanding under Predecessor A’s option plan, as amended
on September 20, 2005, were exercised. This exercise resulted in the net issuance (after the surrender
by such persons of 155,012 shares in the aggregate of our common stock in payment in full of the
exercise price for such options) of 952,325 shares in the aggregate of our common stock and 731,448
shares in the aggregate of our Series A preferred stock. The tax benefit realized from the exercise of
these stock options was $4.1 million. As a resuit, there are no options outstanding or issuabte under
Predecessor A’s stock option plan, as amended as of December 24, 2006.

17. Income Taxes

During 20086, after evaluating the merits and requirements of the tonnage tax, the Company
elected the application of the tonnage tax instead of the federal corporate income tax on income from
its qualifying shipping activities. This 2006 election of the tonnage tax was made in connection with the
filing of the Company’s 2005 federal corporate income tax return and will also apply to alt subsequent
federal income tax returns unless the Company revokes this alternative tonnage tax treatment. The
Company does not intend to revoke its election of the tonnage tax in the foreseeable future. The
Company is accounting for this election as a change in the tax status of its qualifying shipping
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activities. The impact of this tonnage tax election resulted in a decrease in income tax expense of
approximately $43.5 million during the year ended December 24, 2006. Approximately $11.0 million, or
$0.33 per share, and $18.8 million, or $0.56 per share, relate to the 2005 reduction in income tax
expense and revaluation of the deferred taxes related to the application of tonnage tax to qualifying
activities, respectively. The Company’s effective tax rate for the year ended December 24, 2006 is
(53.9%). Excluding the 2005 income tax impact and revaluation of the deferrad taxes related to
qualifying activities, the Company’s effective tax rate for the year ended December 24, 2006 would be

9.5%.

Income tax (benefit) expense are as follows (in thousands):

Horizon Lines, Inc.

Predecessor A

For the perlod For the period
July 7, Decemnber 22,
Year Ended Year Ended 2004 through 2003 through
December 24, December 25, December 26, July 6,
2008 2005 2004 2004
Income tax expense (benefit):
Current:
Federal ............ ... ..ccoiiiiiiiiet. $ (842) $ 7,028 $(1,035) $1,587
Statefterritory . .................. ol 598 B48 {66) 341
Totalcurrent................ciieii.tn, (244) 7.876 (1,101) 1,928
Deferred:
Federal .............c it (24,127) (7,287) 4,514 2,806
Statefterritory . ...l (961) (151) 130 162
Totaldeferred. .......................... (25,088) (7,438) 4,644 2,968
Net income tax (benefit) expense......... $(25,332) $ 438 $ 3,543 $4 896

The difference between the income tax (benefit) expense and the amounts computed by applying
the statutory federal income tax rates to earnings before income taxes are as follows (in thousands):

Horizon Lines, Inc.

Predecessor A

For the period For the period
July 7, December 22,
Year Ended Year Ended 2004 through 2003 through
December 24, December 25, December 26, July 6,
2006 2005 2004 2004
Income tax {benefit) at statutory rates: .... $ 16,459 $(6,258) $3,200 $4,500
State/territory, net of federal income tax
benefit ................. ol {255) 454 199 258
Qualified shipping income................ {24,702) - — —
Revaluation of deferred taxes for tonnage
taxregime............ooeiiiiiii. (18,801) —_ — —
Restricted stock
compensation....................o.t —_ 5,977 — —
Transactioncosts ....................... 711 — — —
Otherltems.................. ..ol 1,256 265 144 138
Net income tax (benefit) expense . ... ..... $(25,332) $ 438 $3,543 $4,896
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In accordance with the provisions of SFAS 109 and APB No. 25, the Company recorded a tax
benefit attributable to the recognition of certain tax benefits derived from the exercise of non-qualified
stock options in the amount of $0.1 million and $4.1 million as an increase directly to additional paid-in
capital for the years ended December 24, 2006 and December 25, 2005, respectively.

The components of deferred tax assets and liabilities are as follows (in thousands):

December 24, December 25,
2006 2005

Deferred tax assets:

L BES S, « v vt e ettt et e $ 22,272 $ 22,990
Allowance for doubtful accounts . .......... ... 677 2,198
Net operating losses and AMT carryforwards . .................. 16,649 16,221
Valuation allowances . . . ... {1,262) (3,881)
Post retirementbenefits .......... ... i 822 —
(] (7= SRRSO 4,932 4,652
Total deferred assets. ... ....cooen i 44,090 42,180
Deferred tax liabilities:
DEpreciation. . .. ......vu i (19,968) (21,333)
Capital constructionfund . ......... ..o (14,124) (14,117)
INtaNGIbIEs .. ..o\ (27,915) {47,407)
(0] 117=) PR {1,836) {4,823)
Total deferred tax liabilities ........... ... ..ot (63,843) (87,680)
Net deferred tax liability. .. ........coiei i $(19,753)  $(45,500)

The Company has net operating loss carryforwards for federal income tax purposes in the
amount of $39.4 million and $30.2 million for the years ended December 24, 2006 and December 25,
2005, respectively. In addition, the Company has net operating loss carryforwards for state tax
purposes in the amount of $47.0 million and $46.4 million for the years ended December 24, 2006 and
December 25, 2005, respectively. The Federal and state net operating loss carryforwards begin to
expire in 2026 and 2021, respectively. Furthermore, the Company has an alternative minimum tax
credit carryover with no expiration period in the amount of $1.7 million for the years ended
December 24, 2006 and December 25, 2005.

Net operating loss credits generated from tax losses in Guam begin to expire in 2023. In
conjunction with the merger, the Company recorded a valuation allowance against the deferred tax
asset attributable to the net operating loss generated in Guam in the amount of $3.6 million. As such,
to the extent the Company reverses a portion of the valuation allowance, such adjustment would be
recorded as a reduction to goodwill.

18. Commitments and Contingencies
Legal Proceedings

In the ordinary course of business, from time to time, the Company and its subsidiaries become
involved in various tegal proceedings. These relate primarily to claims for loss or damage to cargo,
employees’ personal injury claims, and claims for loss or damage to the person or property of third
parties. The Company and its subsidiaries generally maintain insurance, subject to customary
deductibles or self-retention amounts, and/or reserves to cover these types of claims. The Company
and its subsidiaries also, from time to time, become involved in routine employment-related disputes
and disputes with parties with which they have contracts.
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There are two actions currently pending before the Surface Transportation Board (*STB")
involving Horizon Lines. The first action, brought by the Government of Guam in 1998 on behalf of
itself and its citizens against Horizon Lines and Matson Navigation Co. (“Matson”), seeks a ruling from
the STB that Horizon Lines’ Guam shipping rates, which are based on published tariff rates, during
1996-1998 were “unreasonable” under the Interstate Commerce Commission Termination Act of 1995
{“ICCTA™, and an order awarding reparations to Guam and its citizens. The STB is addressing this
matter in three phases. During the first phase, which has been completed, the STB reviewed the
allegations set forth in the complaints that were filed by the Government of Guam and dismissed
certain complaints while allowing certain other complaints to be addressed in phase two. In phase two,
the STB was to determine the methodology by which it would determine “rate reasonableness” under
the ICCTA for the respondents’ rates during the relevant 1996-1998 time periods. By decision dated
February 2, 2007, the STB has now addressed that issue and has adopied the following methodology:

First, the STB will conduct a hearing on the issue of whether the US/Guam trade is a market
characterized by “Effective Competition”. At this hearing the burden of proof will be on the
Horizon Lines and Matson. If the STB finds this market is sufficiently competitive to preclude a
carrier from exercising significant market power, it will dismiss the action brought by the
Government of Guam.

Second, if the action is not dismissed, the STB will hold a further hearing at which the
Government of Guam will have the burden of proof to determine if the rates of Horizon Lines
during 1996-1998 were “reasonable” using the STB's Constrained Market Pricing standards
found in its rail rate “Guidelines”.

Third, the STB ruled that it will apply the 7.5% zone of reasonableness statutory guidelines
to the base rates of Horizon Lines after 1996 to determine whether those rates are reasonable.

During the third phase, the STB will apply these standards to the rates in effect during 1996-1998.
If the STB determines that the rates charged by Horizon Lines during 1996-1998 were unreasonable,
the STB will issue an additional ruling to determine the persons entitled to damages and in what
amounts. No assurance can be given that the final decision with respect to this matter will be favorable
to us. An adverse ruling by the STB in this action could result in significant damages. We are unable to
quantify the amount of these damages. The business of Horizon Lines that provided marine container
shipping to and from Guam during 1996-1998 was, at the time, part of a larger business. During 1996-
1998, the Guam-related business of Horizon Lines was part of the business of Sea-Land Service, Inc.
(“Sea-Land"), which included transportation, logistics, and terminal services between and at ports in
Asia, Guam, Hawaii and the U.S. west coast. Separate financial statements were not prepared for the
operations of Sea-Land that related to marine container shipping to and from Guam. Accordingly, we
believe that the actual rates of return that were earned by Horizon Lines' business with respect to
marine container shipments to and from Guam during 1996-1998 cannot be determined.
Consequently, the absence of such actual rates of return would preclude the calculation of a
reasonable rate of return based on the standard proposed by the Government of Guam in the pending
action. Even if each of these matters were determined adversely to Horizon Lines, we are unable at the
present time to determine how many citizens of Guam, on whose behalf the pending action has been
brought by the Government of Guam, paid such rates during 1996-1998B, or the amounts of their
related claims, because the requisite discovery proceedings for that phase of the dispute have not yet
begun. Apart from potential damages, an adverse ruling by the STB could affect Horizon Lines’ current
and future rate structure for its Guam shipping by requiring it to reduce its current base tariff rates and
timit future rate increases to amounts determined to be within the “zone of reasonableness” as defined
in the ICCTA, as determined in such ruling. An adverse STB decision could also affect the rates that
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Horizon Lines would be permitted to charge on its other routes where rates must be “reasonable”
under the ICCTA. We have not accrued a liability relating to this litigation because we do not believe
that an unfavorable outcome is probable nor can we reasonably estimate the Company’s exposure in
the event there is an unfavorable outcome.

The second action currently pending before the STB involving Horizon Lines, brought by DHX,
Inc. (“DHX™) in 1999 against Horizon Lines and Matson, challenges the reasonableness of certain rates
and practices of Horizon Lines and Matson. DHX is a major freight forwarder in the domestic Hawaii
trade. Freight forwarders typically accept less than full container loads of cargo, consolidate these
loads into full container loads, and offer the full container load to the ocean carriers. Some freight
forwarders, including DHX, also solicit full container loads from shippers. Among other things, DHX
charged that Horizon Lines and Matson took actions that were intended to prevent all freight
forwarders in the Hawaii trade from competing with the carriers for the full container load business.
DHX is seeking $11.0 million in damages. In addition to the award of damages, an adverse ruling could
affect Horizon Lines' current and future rate structure for its Hawaii shipping. An adverse STB decision
could also affect the rates that Horizon Lines would be permitted to charge on its other routes. On
December 13, 2004, the STB (i) dismissed all of the allegations of unlawful activity contained in DHX's
complaint; (ii) found that Horizon Lines met all of its tariff filing obligations; and (iii) reaffirmed the STB's
garlier holdings that the anti-discrimination provisions of the Interstate Commerce Act, which were
repealed by the ICCTA, are no longer applicable to our business. On June 13, 2005, the STB issued a
decision that denied DHX's motion for reconsideration and denied the alternative request by DHX for
clarification of the STB’s December 13, 2004 decision. On August 5, 2005, DHX filed a Notice of
Appeal with the United States Court of Appeals for the Ninth Circuit challenging the STB's order
dismissing its complaint. DHX filed an appellate brief on November 10, 2005. Horizon Lines submitted
its response to the DHX brief on January 25, 2006, and all parties are waiting for the court to schedule
oral argument. No assurance can be given that the final decision with respect to this matter will be
favorable to us. We have not accrued a liability relating to this litigation because we do not believe than
an unfavorable outcome is probable.

Environmental Contingency

During 1999, the Alaska State Department of Environmental Conservation (the “Department”)
notified the predecessor company about contaminants from an underground storage tank in Anchorage.
A $0.9 million reserve was established by such predecessor company. In September 2005, HL engaged
a third party to remove and dispose of the underground storage tanks, supply and place all back fill
material, and conduct testing of soils. During 2006, the third party completed the engagement, the
required sampling of the wells and additional bio-venting quality sampling, and submitted such results
and a proposed monitoring plan to the Department. During 2006, the Department reviewed the results
and the proposed monitoring plan and requested that HL (i) sample the wells and perform bio-venting
monitoring twice a year, (ii) install two monitoring wells in the fall of 2006 and (iii) provide reports on an
annual basis detailing the results of such monitoring and sampling. In conjunction with the approval by
the Department of HL’s monitoring plan, HL reduced its reserve from $0.8 million to $0.2 million, the
expected costs to perform such monitoring. The Company installed the two monitoring wells in the fall of
2006 and believes it is in compliance with all Department requests.

Standby Letters of Credit

Horizon Lines, LLC has standby letters of credit, primarily related to its agreements with SFL and
its property and casualty insurance programs. On December 24, 2006 and December 25, 2005, these
letters of credit totaled $26.6 million and $6.9 million, respectively. .
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Labor Relations

Approximately 67.6% of the Company’s total work force is covered by collective bargaining
agreements. Two collective bargaining agreements, covering approximately 8.7% of the workforce will
be under renegotiation during 2007.

19. Quarterly Financial Data (Unaudited)
Set forth betow are unaudited quarterly financial data (in thousands, except per share amounts);

Fiscal Year 2006

First Second Third Fourth
Quarter Quarter Quarter Quarter
Operating revenue .............oorenieeinninennnnn.. $274,934 $289,847 $304,657 $287,454
Qperatingincome ................ ... ... i i, 15,872 22,419 35,197 22,483
Netincome (1) (2). ... i s 2,366 6,401 52,945 10,645
Basic netincomepershare .......................... 0.07 0.19 1.58 0.32
Diluted netincome pershare......................... 0.07 018 1.57 0.31
Fiscal Year 2005
First Second Third Fourth
Quarter Quarter Quarter Quarter
Operating revenue .............ooiveniinininnin.n.. $257,562 $270,544 $289,075 $278,975
Operating inCome . ........iiiiii et et e 3,841 11,957 18,393 12,463
Netincomef{toss) (3)(4) ............... ...l $ (8,173) $ (2,494) $ 3,239 $(10,893)
Less: accretion of preferred stock. .................... 1,561 1,561 479 1,472
Net income (loss) available to common stockholders ... $ (9,734) § (4,055) $ 2,760 $(12,365)
Basic net income {loss)pershare..................... (0.52) (0.21) 0.14 (0.38)
Diluted net income {loss) pershare ................... (0.52) (0.21) 0.14 (0.38)

{1) The third and fourth quarters of 2006 results were positively impacted by the adaption of the
tonnage tax.

(2) The fourth quarter of 2006 results include a $1.8 million adjustment, or $0.05 per share, reflecting
the cumulative effect of the periodic costs related to the Company’s post-retirement benefit plan.
This amount was not material to any affected prior quarter or annual reporting period and as
such, was recorded in the fourth quarter of 2006.

(3) The four quarters of 2005 results include non-cash stock-based compensation charges related to
the issuance and sale of common stock, including restricted stock, to non-employee directors and
to members of management.

(4) The fourth quarter of 2005 results include charges related to loss on extinguishment of debt
related to redemption premiums and the write-off of deferred financing costs associated with the
early retirement of a portion of our 9% senior notes and 11% senior discount notes.
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Schedule Il
Horizon Lines, Inc.
Valuation and Qualitying Accounts
Years Ended December 2006, 2005 and 2004
{in thousands)

Charged
to Cost Charged
Beginning and to other Ending

Balance Expenses Deductions Accounts Balance

Accounts receivable reserve:
Predecessor A
For the period December 22, 2003
through July 6,2004................. $11,049 $6,266 $ (4,885) $— $12,430

Horizon Lines, Inc.
For the period July 7, 2004 through

December 26,2004 ................. $12,430 $6,087 $(10,580) $— $ 7,937
For the year ended December 25,

2005 . . e $ 7,937 $9,057 $(10,931) $— $ 6,063
For the year ended December 24,

2006 ...\t e $ 6,063 $8633 $(9724) $—  $ 4,972
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Exhibit 31.1
HORIZON LINES, INC. CERTIFICATIONS

I, Charles G. Raymond, President and Chief Executive Officer, certify that:

1.
2.

{ have reviewed this report on Form 10-K of Horizon Lines, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the
period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report,

The registrant's other certifying officer and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e})
for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being
prepared;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls
and procedures, as of the end of the period covered by this report based on such
evaluation; and

¢) Disclosed in this report any change in the registrant's intemnal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter that has materially affected,
or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

The registrant's other certifying officer and | have disclosed, based on our most recent evaluation
of internal control over financial reporting, to the registrant’s auditors and the audit committee of
the registrant’s board of directors (or persons performing the equivalent functions):

a) All significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the
registrant’s ability to record, process, summarize and report financial information; and

b)  Any fraud, whether or not material, that involves management or other employees who have
a significant role in the registrant’s internal control over financial reporting.

Date: March 2, 2007

Is/ CHARLES (G. RAYMOND

Charles G. Raymond
President and Chief Executive Officer
(Principal Executive Officer)



Exhibit 31.2

HORIZON LINES, INC
CERTIFICATIONS

I, M. Mark Urbania, Senior Vice President and Chief Financial Officer, certify that:

1.

2.

| have reviewed this report on Form 10-K of Horizon Lines, Inc.;

Based on my knowledge, this report does not contain any untrue statement of a material fact or
omit to state a material fact necessary to make the statements made, in light of the
circumstances under which such statements were made, not misleading with respect to the
period covered by this report;

Based on my knowledge, the financial statements, and other financial information included in this
report, fairly present in all material respects the financial condition, results of operations and cash
flows of the registrant as of, and for, the periods presented in this report;

The registrant’s other certifying officer and | are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e))
for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and
procedures to be designed under our supervision, to ensure that material information
relating to the registrant, including its consolidated subsidiaries, is made known to us by
others within those entities, particularly during the period in which this report is being
prepared,;

b) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and
presented in this report our conclusions about the effectiveness of the disclosure controls
and procedures, as of the end of the period covered by this report based on such
evaluation; and

c) Disclosed in this report any change in the registrant's internal control over financial reporting
that occurred during the registrant’s most recent fiscal quarter that has materially affected,
or is reasonably likely to materially affect, the registrant’s internal control over financial
reporting; and

The registrant’s other certifying officer and | have disclosed, based on our most recent evaluation
of internal contro! over financial reporting, to the registrant's auditors and the audit committee of
the registrant's board of directors (or persons performing the equivalent functions):

a} Al significant deficiencies and material weaknesses in the design or operation of internal
control over financial reporting which are reasonably likely to adversely affect the
registrant's ability to record, process, summarize and report financial information; and

b)  Any fraud, whether or not material, that involves management or other employees who have
a significant role in the registrant’s internal control over financial reporting.

Date: March 2, 2007

/s/ M. Mark URBANIA

M. Mark Urbania

Senlor Vice President and Chilef Financial Officer

(Principal Financial Officer)




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Horizon Lines, Inc. {the “Company”) on Form 10-K for the
period ending December 24, 2006 as filed with the Securities and Exchange Commission on the date
hereof (the “Report™, |, Charles G. Raymond, President and Chief Executive Officer of the Company,
certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley Act of
2002, that;

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financial
condition and results of operations of the Company.

/s/ CHARLES G. RAYMOND

Charles G. Raymond
President and Chlef Executive Officer
(Principal Executive Officer)

March 2, 2007



Exhibit 32,2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Horizon Lines, Inc. (the “Company”) on Form 10-K for the
period ending December 24, 2006 as filed with the Securities and Exchange Commission on the date
hereof (the “Report”), |, M. Mark Urbania, Senior Vice President and Chief Financial Officer of the
Company, certify, pursuant to 18 U.S.C. § 1350, as adopted pursuant to § 906 of the Sarbanes-Oxley
Act of 2002, that:

(1) The Report fully complies with the requirements of Section 13(a) or 15(d) of the Securities
Exchange Act of 1934; and

(2) The information contained in the Report fairly presents, in all material respects, the financiat
condition and results of operations of the Company.

/s/ M. MARK URBANIA
M. Mark Urbania
Senior Vice President and Chief Financial Officer
{Principal Financlal Officer)

March 2, 2007
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Horizon Lines, Inc.

ADJUSTED OPERATING INCOME

Fiscal Fiscal
Year Ended Year Ended

(in Millions) Dec. 24, 2006  Dec. 25, 2005
Operating Income $96.0 $46.7
Adjustments®
Stock Compensation Expense — 19.2
Management Fees — 2.7
Transaction Related Expense 2.0 2.2
Lease Buyour Net Expense Savings _ 3.8
Total Adjustments 2.0 349
Adjusted Operating Income $98.0 $31.6
" These charges are not anticipated to recur regularly in the ordinary course of business.
Horizon Lines, Inc.
ADJUSTED NET INCOME
Fiscal Fiscal

Year Ended Year Ended

(in Millions) Dec. 24,2006 Dec. 25, 2005
Nert Income (Loss) $ 724 $(18.3)
Adjustmenes®™
Stock Compensation Expense — 19.2
Management Fees _ 9.7
Transaction Related Expense 2.0 2.2
Lease Buyout Net Expense Savings — 38
Loss on Extinguishment of Debt 0.6 13.2
Interest Expense Reduction — 8.8
Tax Impact of Adjustments (0.2) (14.8)
Adjusted Net Income Before Pro-forma Tonnage Tax Adjustment 74.8 23.8
Tonnage Tax Adjustments:
* 2005 Impact (11.0) 11.0
* Deferred Tax Revaluation (18.8) —
Adjusted Net Income $ 45.0 %348

) These charges are nos anticipated to recur regularly in the ordinary course of business.



Horizon Lines, Inc.

NET INCOME/EBITDA RECONCILIATION

Fiscal Fiscal
Year Ended Year Ended
(in Millions) Dec. 24,2006 Dec. 25, 2005
Net Income (Loss) $ 72.4 $(18.3)
[nterest Expense, Net 48.6 514
Tax (Benefic} Expense (25.4) 0.4
Depreciation & Amortization 64.9 66.9
EBITDA 160.5 100.4
Stock Compensation Expense — 19.2
Management Fees — 9.7
Transaction Related Expense 2.0 2.2
Lease Buyout Gross Expense Savings — 5.0
Loss on Extinguishment of Debt 0.6 13.2
Adjusted EBITDA $163.1 $149.7

Noite: EBITDA is defined as net income plus net interest expense, income taxes, depreciation and amortization. We believe that EBITDA is
a meaningful measure for investors as (i} EBITDA is a component of the measure used by our board of divectors and managemens ream ro

evaluate our operating performance, (ii} the senior credit facility contains covenants that require Horizon Lines Holding to maintain certain

interest expense coverage and leverage ratios, which contain EBITDA and (iii) EBITDA is a measure used by our management team to make

day-to-day operating decisions.

Horizon Lines, Inc.

FREE CASH FLOW

Fiscal Fiscal
Year Ended Year Ended

(in Millions) Dec. 24,2006 Dec. 25, 2005
EBITDA $160.5 $100.4
Stock Compensation — 19.1
Warking Capital 14.5 (2.4)
TP-1 Related Costs (4.2) —_
Capital Expenditures, Net (19.1) (39.8)
Dry-Dock Expenditures (16.8) (16.0)
Taxes 0.9 7.3
Interest (36.7) (36.5)
Financing/Transaction Costs (1.2) (27.0)
Free Cash Flow $ 96.1 $ 5l
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Corporate Headquarters

Herizon Lines, Inc.

4064 Colony Road, Suite 200
Charlotte, North Carolina 28211
(704) 973-7000

www.horizonlines.com

Annual Meeting

Horizon Lines, Inc. will conduct its Annual
Stockholder Meeting at 11:00 AM on Tuesday, June 3,
2007, at the Charlotte City Club, located on the 31st
floor of the Interstate Tower, 121 West Trade Street,
Suite 3100, Charlotte, North Carolina 28202,

Investor Relations

To obuain additional copies of this report, Form 10-K,
or other financial information, please contact Investor
Relations at the Company’s headquarters. You may

also request such information by sending an e-mail to
investor.relations@horizonlines.com or by visiting the
Investor Relations section of the Company’s Web site.

Transfer Agent

American Stock Transfer & Trust Company
59 Maiden Lane

New York, NY 10038

Toll-free: 866-668-6550

Fax: 718-236-2641

website: www.amstock.com

Independent Registered Public Accounting Firm

Ernst & Young LLP
Suite 3800

100 North Tryon Street
Charlotte, NC 28202

Stock Listing and Dividends

The Company’s Common Stock is traded on the New
York Stock Exchange under the ticker symbol HRZ.
As of February 5, 2007, there were approximately 7,868
holders of record of the Common Stock.

Closing  Closing Cash
Fiscal Year 2006 High Low  Dividend
First Quarter $13.12 $12.13 $0.11
Second Quarter $15.89 $12.54 30.11
Third Quarter $16.57 $14.50 50.11
Fourth Quarter $30.27 $15.66 $0.11
Year $30.27 $12.13 30.44

Closing  Closing Cash
Fiscal Year 2005 High Low  Dividend
Fourth Quarter $12.77 510.60 50.11

This Annuzal Report contains forward-laoking statements.
Please sce the Safe Harbor Statement on page (i) of our
Form 10-K for the fiscal year ended December 24, 2006
for more information abeut forward-looking statements.
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